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SELECTED  TAX  PROVISIONS  IN  THE 
ADMINISTRATION'S  HEALTH  SECURITY  ACT 


TUESDAY,  DECEMBER  14,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 
Subcommittee  on  Select  Revenue  Measures, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  call,  at  11:54  a.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Charles  B.  Rangel 
(chairman  of  the  subcommittee)  presiding. 

[The  press  releases  announcing  the  hearings  follow:] 


(1) 


FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #16 

TUESDAY,  NOVEMBER  23,  1993     SUBCOMMITTEE  ON  SELECT  REVENUE 

MEASURES 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,  D.C.   20515 
(202)  225-1721 


THE  HONORABLE  CHARLES  B.  RANGEL  (D.,  N.Y.),  CHAIRMAN, 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCED  PUBLIC  HEARINGS  ON 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECURITY  ACT 


The  Honorable  Charles  B.  Rangel  (D.,  N.Y.),  Chairman, 
Subcommittee  on  Select  Revenue  Measures,  Committee  on  Ways  and 
Means,  U.S.  House  of  Representatives,  today  announced  that  the 
Subcommittee  will  hold  public  hearings  on  selected  tax  provisions 
in  the  Administration's  Health  Security  Act  (the  Act).   The  first 
day  of  hearings  will  be  held  on  Tuesday,  December  14,  1993, 
beginning  at  10:00  a.m.,  in  the  Committee's  main  hearing  room, 
1100  Longworth  House  Office  Building.   Additional  days  of 
hearings  will  be  announced  at  a  later  date. 

In  announcing  these  hearings,  Chairman  Rangel  stated:  "The 
Administration's  Health  Security  Act  would  make  a  number  of 
significant  changes  to  our  tax  laws.   These  provisions  deserve 
careful  scrutiny  to  determine  their  impact  on  taxpayers,  as  well 
as  on  health  care  providers,  consumers,  workers,  and  employers. 
The  Subcommittee  hearings  will  provide  a  forum  in  which  to 
undertake  a  comprehensive  examination  of  specific  issues." 

The  Subcommittee  invites  testimony  on  the  provisions 
described  below.   In  order  to  provide  a  comprehensive  evaluation 
of  these  particular  Administration  proposals,  witnesses  should 
restrict  their  testimony  to  these  specific  provisions  and  should 
refrain  from  addressing  the  other  provisions  in  the  Health 
Security  Act  or  other  miscellaneous  revenue  proposals.   The  first 
day  of  hearings,  December  14,  1993,  will  focus  on  the  first  group 
of  provisions  described  below,  the  tax  treatment  of  health  care 
organizations. 

TAX  TREATMENT  OF  WTg&T.TH  TARE  ORGANIZATIONS 

Under  the  Act,  hospitals  and  other  nonprofit  health  care 
providers  would  continue  to  be  eligible  for  tax  exemption  as 
charitable  organizations  under  section  501(c)(3)  of  the  Internal 
Revenue  Code  of  1986,  as  amended  (the  Code) .   However,  in  order 
to  maintain  their  tax-exempt  status,  they  would  be  required, 
under  section  7601  of  the  Act,  to  assess  the  health  needs  of 
their  community  and  develop  a  plan  to  meet  those  needs.   The  Act 
would  require  that  such  assessment  and  plan  development  take 
place  at  least  annually  and  include  the  participation  of 
community  representatives.   This  proposal  would  be  effective 
January  1,  1995. 

In  addition,  thg  Act  would  provide  that  a  health  maintenance 
organization  (an  HMO)  seeking  tax-exempt  status  under  Code 
section  501(c)  (3)  must  furnish  health  care  services  at  its  own 
facilities  through  health  care  professionals  who  do  not  provide 
substantial  health  care  services  other  than  on  behalf  of  the  HMO 
(generally,  a  staff -model  HMO).   The  Act  would  also  clarify  that, 
except  for  "point-of -service"  benefits,  most  types  of  insurance 
provided  by  HMOs  are  not  commercial -type  insurance  within  the 
meaning  of  Code  section  501 (m) .   Such  "non-commercial"  insurance 
would  include  insurance  relating  to  primary  care  provided  by  a 
health  care  professional  who  is  paid  on  a  "fixed"  or  "capitated" 
basis.   These  provisions  would  be  effective  on  the  date  of 
enactment . 


Under  section  7602  of  the  Act,  for-profit  HMOs,  like 
traditional  health  insurers,  would  be  taxed  as  insurance 
companies.   In  addition,  two  differences  between  the  taxation  of 
Blue  Cross/Blue  Shield  organizations  and  other  property  and 
casualty  insurance  companies  would  be  eliminated.   First,  Blue 
Cross/Blue  Shield  organizations  would  not  be  allowed  to  deduct 
the  difference  between  25  percent  of  their  health  claims  and 
adjusted  surplus.   Second,  these  organizations  would  be  required 
to  include  20  percent  of  the  change  in  their  unearned  premium 
reserves  in  taxable  income.   These  provisions  generally  would  be 
effective  for  taxable  years  beginning  after  December  31,  1996, 
subject  to  certain  transition  rules. 

Section  7603  of  the  Act  would  add  the  regional  alliances  to 
be  established  under  section  1301  of  the  Act  to  the  list  of  tax- 
exempt  organizations  set  forth  in  Code  section  501 (c) .   This 
provision  would  apply  to  taxable  years  beginning  after  the  date 
of  enactment. 

DEFINITION  OF  EMPLOYER  AND  SELF -EMPLOYMENT  TAX  TREATMENT  OF 
CERTAIN  S  CORPORATION  SHAREHOLDERS  AND  LIMITED  PARTNERS 

Other  provisions  in  the  Administration's  Health  Security  Act 
include  modifications  to:  (a)  the  definition  of  employer  and 
employee  for  purposes  of  determining  health  care  premium 
liability  and  employment  tax  liability,  (b)  compliance  provisions 
with  respect  to  payments  made  to  independent  contractors,  and  (c) 
the  self -employment  tax  treatment  of  certain  S  corporation 
shareholders  and  limited  partners  (sections  7301-7303  and  section 
7141  of  the  Act) . 

Under  the  Act,  the  Secretary  of  the  Treasury  would  be  given 
greater  authority  to  prevent  misclassif ication  of  employees  as 
independent  contractors  as  a  technique  for  employers  to  avoid 
their  health  care  premium  payment  responsibilities  and  to  obtain 
inappropriate  premium  discounts.   In  addition,  modifications 
would  be  made  to  the  current  information  reporting  penalty  with 
respect  to  payments  to  independent  contractors.   The  penalty  for 
not  reporting  a  payment  made  to  an  independent  contractor  would 
be  modified  to  be  the  higher  of  $50  'current  amount)  or  5  percent 
of  the  payment  not  reported.   This  proposal  would  be  effective 
for  information  returns  due  more  than  3  0  days  after  the  date  of 
enactment . 

With  respect  to  self -employment  tax  treatment  of  certain 
S  corporation  shareholders  and  limited  partners,  the  Act  would 
require  shareholders  who  own  two  percent  or  more  of  the  stock  in 
a  service  industry  Subchapter  S  corporation  or  limited  partners 
in  a  service  industry  partnership,  who  materially  participate  in 
the  business  (or  partnership) ,  to  pay  self -employment  taxes  on 
their  non-wage  income  from  the  Subchapter  S  corporation  or 
partnership.  This  proposal  would  be  effective  for  taxable  years 
beginning  after  December  31,  1995. 

LIMITATIONS  ON  THE  USE  OF  TAX-EXEMPT  BONDS 

The  Act  would  provide  that  issues  of  bonds  more  than  10 
percent  of  the  proceeds  of  which  is  used  to  finance  the 
activities  of  health  care  alliances  or  State  guaranty  funds 
generally  are  private  activity  bonds;  therefore,  the  interest  on 
those  issues  generally  would  not  be  tax-exempt. 

TAX  INCENTIVES  TO  PROVIDERS  IN  UNDERSERVED  AREAS 

The  Act  would  provide  a  nonrefundable  tax  credit  of  $1,000 
per  month  for  up  to  60  months  to  physicians  who  work  full-time  in 
an  area  that  is  designated  as  being  short  of  health  professionals 
and  who  receive  the  required  certification  from  the  Department  of 
Health  and  Human  Services  (section  7801  of  the  Act) .   Physicians 
would  have  to  work  in  the  area  for  five  consecutive  years  to 


receive  the  full  credit;  they  will  receive  a  portion  of  the 
credit  if  they  work  more  than  two  consecutive  years  in  the  area. 
Certified  nurse -midwives,  nurse  practitioners,  and  physician 
assistants  who  work  in  health  professional  shortage  areas 
areas  would  be  eligible  for  a  nonrefundable  tax  credit  of  $500 
per  month  for  up  to  60  months,  subject  to  the  same  restrictions 
as  physicians.   The  provision  would  be  effective  for  taxable 
years  beginning  after  December  31,  1994. 

The  Act  would  increase  the  Code  section  179  expensing  limit 
by  $10,000  for  medical  equipment  purchased  by  physicians  who  work 
in  areas  designated  as  being  short  of  health  professionals 
(section  7802  of  the  Act) .   The  provision  would  be  effective  for 
equipment  placed  in  service  after  December  31,  1994. 

DETAILS  FOR  SUBMISSION  OP  REQUESTS  TO  BP  WBAPn. 

Individuals  and  organizations  interested  in  presenting 
oral  testimony  before  the  Subcommittee  concerning  any  of  the 
provisions  described  above  must  submit  their  requests  to  be 
heard  by  telephone  to  Harriett  Lawler,  Diane  Kirkland,  or 
Karen  Ponzurick  [(202)  225-1721]  no  later  than  close  of  business, 
Monday,  December  6,  1993,  to  be  followed  by  a  formal  written 
request  to  Janice  Mays,  Chief  Counsel  and  Staff  Director, 
Committee  on  Ways  eind  Means,  U.S.  House  of  Representatives, 
1102  Longworth  House  Office  Building,  Washington,  D.C.  20515. 
The  Subcommittee  staff  will  notify  by  telephone  those  scheduled 
to  appear  at  the  December  14  hearing  as  soon  as  possible  after 
the  filing  deadline.   Any  questions  concerning  a  scheduled 
appearance  should  be  directed  to  the  Subcommittee  [(202  225- 
9710]  . 

Persons  and  organizations  having  a  common  position  are  urged 
to  make  every  effort  to  designate  one  spokesperson  to  represent 
them  in  order  for  the  Subcommittee  to  hear  as  mamy  points  of  view 
as  possible.   Time  for  oral  presentations  will  be  strictly 
limited  with  the  understanding  that  a  more  detailed  statement  may 
be  included  in  the  printed  record  of  the  hearing.  (See  formatting 
requirements  below.)   This  process  will  afford  more  time  for 
Members  to  question  witnesses.   In  addition,  witnesses  may  be 
grouped  as  panelists  with  strict  time  limitations  for  each 
panelist . 

In  order  to  assure  the  most  productive  use  of  the  limited 
amount  of  time  available  to  question  hearing  witnesses,  all 
witnesses  scheduled  to  appear  before  the  Subcommittee  are 
required  to  submit  200  copies  of  their  prepared  statements  to  the 
Subcommittee  office,  room  1105  Longworth  House  Office  Building, 
at  least  24  hours  in  advance  of  their  scheduled  appearance. 
Failure  to  comply  with  this  requirement  may  result  in  the  witness 
being  denied  the  opportunity  to  testify  in  person. 

WRITTEN  STATEMENTS  IN  LIEU  OP  PERSONAL  APPEARANCE; 

Persons  submitting  written  staue.Tiencs  for  the  printed  record 
of  the  hearing  should  submit  at  least  six  (6)  copies  by  the  close 
of  business  on  Thursday,  December  23,  1993,  for  the  provisions  to 
be  heard  on  December  14,  1993,  and  for  the  remaining  provisions, 
the  close  of  business  on  the  date  on  which  the  provisions  are 
heard,  to  Janice  Mays,  Chief  Counsel  and  Staff  Director, 
Committee  on  Ways  and  Means,  U.S.  House  of  Representatives, 
1102  Longworth  House  Office  Building,  Washington,  D.C.  20515.   If 
those  filing  written  statements  for  the  record  of  the  printed 
hearing  wish  to  have  their  statements  distributed  to  the  press 
and  the  interested  public,  they  may  provide  100  additional  copies 
for  this  purpose  to  the  Subcommittee  office,  room  1105  Longworth 
House  Office  Building,  before  the  hearing  begins. 


FORMATTING  REQUIREMENTS; 
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I  or  summifV  of  I 


•**CHANGE  IN  TIME*** 


FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #16 -REVISED 

THURSDAY,  DECEMBER  2,  1993        SUBCOMMITTEE  ON  SELECT  REVENUE 

MEASURES 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,  D.C.   20515 
TELEPHONE:   (202)  225-1721 


THE  HONORABLE  CHARLES  B.  RANGEL  (D.,  N.Y.),  CHAIRMAN, 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  A  CHANGE  IN  TIME  FOR  THE  PUBLIC  HEARING  ON 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECXTRITY  ACT 


The  Honorable  Charles  B.  Rangel  (D.,  N.Y.),  Chairman, 
Subcommittee  on  Select  Revenue  Measures,  Committee  on  Ways  and 
Means,  U.S.  House  of  Representatives,  today  announced  a  change  in 
f-imn   for  the  hearing  on  selected  tax  provisions  in  the 
Administration's  Health  Security  Act  scheduled  for  Tuesday, 
nar^amhar  14.  1993,  beginning  at  10  a.m.,  has  been  chamaed  to  begin 
at  11:30  a.m. 

All  other  details  for  the  hearing  remain  the  same.   (See 
press  release  #16,  dated  Tuesday,  November  23,  1993.) 


FOR  IMMEDIATE  RELEASE  PRESS  RELEASE  #17 

WEDNESDAY,  JANUARY  12,  1994        SUBCOMMITTEE  ON  SELECT  REVENUE 

MEASURES 
COMMITTEE  ON  WAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG. 
WASHINGTON,  D.C.   20515 
(202)  225-1721 


THE  HONORABLE  CHARLES  B.  RANGEL  (D.,  N.Y.),  CHAIRMAN, 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  FINAL  DAY  OF  PUBLIC  HEARINGS  ON 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECURITY  ACT 


The  Honorable  Charles  B.  Rangel  (D. ,  N.Y.),  Chairman, 
Subcommittee  on  Select  Revenue  Measures,  Committee  on  Ways  and 
Means,  U.S.  House  of  Representatives,  today  announced  that  the 
Subcommittee  will  hold  its  final  day  of  hearings  on  selected  tax 
provisions  in  the  Administration's  Health  Security  Act.   The 
hearing  will  be  held  on  Tuesday,  February  8,  1994,  beginning  at 
10:00  a.m.,  in  the  Committee's  main  hearing  room,  1100  Longworth 
House  Office  Building. 

The  Subcommittee  will  receive  testimony  from  members  of  the 
public  who,  in  accordance  with  press  release  #16,  dated  Tuesday, 
November  23,  1993,  already  have  requested  to  be  heard.   The 
Subcommittee  will  notify  by  telephone  in  the  near  future  those 
scheduled  to  appear  at  the  February  8,  1994,  hearing. 

WRITTEN  STATEMENTS  IN  LIEU  OF  PERSONAL  APPEARANCE; 

Persons  submitting  written  statements  for  the  printed  record 
of  the  hearing  should  submit  at  least  six  (6)  copies  by  the  close 
of  business  on  Tuesday,  February  8,  1994,  to  Janice  Mays,  Chief 
Counsel  and  Staff  Director,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  1102  Longworth  House  Office  Building, 
Washington,  D.C.  20515.   If  those  filing  written  statements  for  the 
record  of  the  printed  hearing  wish  to  have  their  statements 
distributed  to  the  press  and  the  interested  public,  they  may 
provide  100  additional  copies  for  this  purpose  to  the  Subcommittee 
office,  room  1105  Longworth  House  Office  Building,  before  the 
hearing  begins . 


FORMATTING  REQUIREMENTS; 


FOR  IMMEDIATE  REI.BASE  PRESS  RELEASE  «18 

THURSDAY,  JANUARY  27,  1994  SUBCOMMITTEE  ON  SELECT  REVENUE 

MEASURES 
COMMITTEE  ON  HAYS  AND  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLD6. 
WASHINGTON,  D.C.   20515 

(202)  225-1721 


THE  HONORABLE  CHARLES  B.  RANGEL  (D.,  N.Y.),  CHAIRMAN 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES. 

COMMITTEE  ON  HAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  ADDITIONAL  DAY  OF  PUBLIC  HEARINGS  ON 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECURITY  ACT 


The  Honorable  Charles  B.  Rangel  (D.,  N.Y.),  Chairman,  Subcommittee 
on  Select  Revenue  Measures,  Committee  on  Ways  and  Means,  U.S.  House  of 
Representatives,  today  einnounced  that  the  Subcommittee  will  hold  an 
additional  day  of  hearings  on  selected  teix  provisions  in  the 
Administration's  Health  Security  Act.   The  hearing  will  be  held  on 
Wednesday,  February  9,  1994,  beginning  at  10:00  a.m.  in  room  1310A 
Longworth  House  Office  Building. 

The  Subcommittee  euinounced  earlier  (Subcommittee  press 
release  #17,  dated  January  12,  1994)  that  it  would  hold  its  final  day 
of  hearings  on  selected  tax  provisions  in  the  Administration's  Health 
Security  Act  on  Tuesday,  February  8,  1994.   The  Subcommittee  is 
scheduling  an  additional  day  of  hearings  on  February  9  because 
anticipated  Full  Committee  activities  on  February  8  would  not  provide 
the  Subcommittee  sufficient  time  to  accommodate  all  requests  to 
testify.   The  Treasury  Department  and  certain  piiblic  witnesses  will 
testify  on  February  8.   All  other  witnesses  will  be  heard  on 
February  9.   (See  Subcommittee  press  release  #16,  dated  Tuesday, 
November  23,  1993.) 

WRITTEN  STATEMENTS  IN  LIEU  OF  PERSONAL  APPEARANCE; 

Persons  submitting  vnritten  statements  for  the  printed  record  of 
the  hearing  should  submit  at  least  six  (6)  copies  by  the  close  of 
business  on  Wednesday,  February  9,  1994,  to  Janice  Mays,  Chief  Counsel 
and  Staff  Director,  Committee  on  Ways  and  Means,  U.S.  House  of 
Representatives,  1102  Longworth  House  Office  Building,  Washington,  D.C. 
20515.   If  those  filing  written  statements  for  the  record  of  the 
printed  hearing  wish  to  have  their  statements  distributed  to  the  press 
and  the  interested  public,  they  may  provide  100  additional  copies  for 
this  purpose  to  the  Subcommittee  office,  room  1105  Longworth  House 
Office  Building,  before  the  hearing  begins. 

FORMATTING  REOUIREMENTS : 


Chairman  Rangel.  The  subcommittee  will  come  to  order.  I  apolo- 
gize for  the  delay  in  reaching  here.  We  will  have  testimony  taken 
today  on  the  administration's  Health  Security  Act  that  relates  to 
tax-exempt  status  of  health  care  organizations  under  the  so-called 
health  care  reform. 

The  administration  has  proposed  changes  to  the  present  commu- 
nity benefit  standards  for  tax-exempt  hospitals  and  other  health 
care  providers,  and  also  has  prepared  modifications  for  the  rules 
governing  the  standards  for  exemptions  for  HMOs;  in  addition,  the 
rules  governing  Blue  Cross/Blue  Shield  organizations  will  be 
amended  under  the  administration's  bill. 

These  are  important  issues,  and  we  want  to  explore  them  to  de- 
termine what  modifications  would  be  appropriate.  So  we  are  anx- 
ious to  hear  the  views  of  Treasury  this  morning. 

And  we  hope  to  learn  more  about  what  our  health  care  system 
will  look  like  if  the  administration's  proposal  actually  was  enacted 
and  why  these  particular  tax  law  changes  would  be  necessary.  I 
would  hope  that  the  witnesses  will  be  as  specific  as  possible  and 
also  direct  their  remarks,  if  they  are  not  already  incorporated  in 
the  written  statements,  to  the  testimony  given  by  the  Treasury  De- 
partment. 

We  will  continue — that  is,  the  subcommittee  will  continue  hear- 
ings on  selected  tax  provisions  as  related  to  the  health  reform  bill 
in  January.  And  at  that  time  we  will  take  testimony  on  the  defini- 
tion of  employer,  the  self-employment  tax  treatment  of  certain  S 
corporations,  shareholders,  and  limited  partnerships,  limitations  on 
the  use  of  tax-exempt  bonds,  and  tax  incentives  to  providers  in  un- 
derserved  areas.  And  the  full  committee,  as  all  of  you  know,  will 
also  be  having  hearings  this  week  so  that  we  can  be  better  pre- 
pared to  take  up  the  President's  bill  when  we  come  back  for  the 
second  session. 

And  at  this  time,  it  is  my  pleasure  to  welcome  my  friend,  Mau- 
rice Foley,  the  Deputy  Tax  Legislative  Counsel  from  the  Depart- 
ment of  the  Treasury,  and  again,  Mr.  Foley,  I  apologize  for  being 
late.  And  your  fall  statement  will  be  entered  into  the  record.  You 
can  proceed  in  any  manner  you  feel  comfortable. 

STATEMENT  OF  MAURICE  B.  FOLEY,  DEPUTY  TAX  LEGISLA- 
TIVE COUNSEL  (TAX  LEGISLATION),  U.S.  DEPARTMENT  OF 
THE  TREASURY 

Mr.  Foley.  Thank  you,  Mr.  Chairman. 

I  am  pleased  to  be  with  you  today  to  talk  about  the  rules  in  the 
Health  Security  Act  that  relate  to  the  tax  treatment  of  nonprofit 
health  care  organizations.  I  would  like  to  begin  by  talking,  how- 
ever, about  the  tax  treatment  of  these  organizations  under  current 
law.  Then  I  will  describe  the  new  rules  and  explain  why-  we  pro- 
posed them. 

First,  let  us  deal  with  the  rules  that  apply  to  hospitals.  Nonprofit 
hospitals  may  be  tax  exempt  under  section  501(c)(3)  of  the  Tax 
Code.  This  section  applies  to  charitable  organizations;  but  the 
things  that  a  hospital  needs  to  do  to  be  a  tax-exempt,  charitable 
organization  have  changed  over  time. 

In  1956,  the  IRS  said  that  a  tax-exempt  hospital  had  to  provide 
care  for  those  who  could  not  pay  for  it.  The  hospital  had  to  provide 
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as  much  of  this  charity  care  as  it  could  afford.  This  rule  reflected 
the  view  that  the  tax  law  used  the  word  "charitable"  in  the  popular 
sense  of  providing  relief  to  the  poor.  Regulations  issued  in  1959, 
however,  adopted  a  broader  meaning  of  the  word  "charitable." 

The  1959  regulations  say  that  the  tax  law  uses  the  word  "chari- 
table" in  the  same  way  that  the  common  law  does.  Under  the  com- 
mon-law concept,  charity  can  be  more  than  just  providing  relief  to 
the  poor.  In  fact,  the  promotion  of  health  is  a  separate  charitable 
purpose  under  the  common  law. 

In  1969,  the  IRS  issued  a  new  ruling  on  tax-exempt  hospitals. 
This  ruling  reflects  the  broader  concept  of  "charity"  adopted  in  the 
1959  regulations.  The  ruling  also  reflects  the  growth  of  government 
and  private  health  insurance  which  reduced  the  need  for  charity 
care. 

From  the  1969  ruling  we  get  the  community  benefit  test  that  ap- 
plies to  tax-exempt  hospitals  today.  The  1969  ruling  says  that  a 
hospital  is  tax  exempt  if  it  promotes  the  health  of  enough  people 
to  benefit  the  community  and  serves  a  public  interest  instead  of  a 
private  interest.  The  1969  ruling  removed  the  requirement  that  a 
tax-exempt  hospital  had  to  provide  as  much  charity  care  as  it  could 
afford. 

Next,  I  would  like  to  deal  with  health  maintenance  organiza- 
tions. Some  nonprofit  HMOs  look  a  lot  like  nonprofit  hospitals. 
They  treat  patients  at  their  facilities  using  their  own  doctors  and 
nurses.  The  courts  say  that  this  kind  of  HMO  can  be  tax  exempt 
under  the  same  rules  that  apply  to  hospitals. 

On  the  other  hand,  if  an  HMO  doesn't  treat  patients  itself  but 
simply  arranges  for  others  to  treat  them,  the  HMO  doesn't  look  as 
much  like  a  hospital;  therefore,  different  rules  apply  to  those 
HMOs.  Instead  of  being  charitable  organizations  under  section 
501(c)(3),  they  may  be  tax  exempt  as  social  welfare  organizations 
described  in  section  501(c)(4). 

A  separate  rule  in  the  code  says  that  an  organization  can't  be  tax 
exempt  if  it  provides  too  much  commercial-type  insurance.  When 
Congress  enacted  this  rule,  however,  it  included  an  exception  for 
HMOs.  This  exception  says  that  incidental  insurance  of  the  kind 
that  HMOs  typically  provide  is  not  commercial-type  insurance. 

One  of  the  reasons  that  Congress  enacted  that  rule  about 
commercial-type  insurance  was  to  make  Blue  Cross/Blue  Shield  or- 
ganizations pay  tax.  Because  of  this  rule,  the  tax  law  now  treats 
Blue  Cross/Blue  Shield  organizations  almost  the  same  way  as  it 
treats  other  insurance  companies.  However,  when  Congress  took 
away  the  tax  exemption  for  Blue  Cross/Blue  Shield  organizations, 
it  enacted  two  special  rules  that  let  these  organizations  pay  lower 
tax  than  other  insurance  companies. 

Now  that  I  have  told  you  a  little  bit  about  the  rules  that  cur- 
rently apply  to  nonprofit  health  care  providers,  I  will  describe  the 
rules  in  the  administration's  Health  Security  Act  that  will  apply  to 
those  organizations. 

Under  the  Health  Security  Act,  hospitals  and  other  nonprofit 
health  care  providers  can  still  be  tax  exempt.  These  organizations 
have  been  tax  exempt  since  the  beginning  of  our  income  tax  sys- 
tem. The  administration  believes  that  we  don't  have  to  change  this 
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longstanding  tradition  because  of  health  care  reform  and  the 
achievement  of  universal  coverage. 

Although  the  act  doesn't  take  away  the  tax  exemption  for  non- 
profit health  care  providers,  the  act  does  add  a  new  requirement 
that  will  apply  in  addition  to  the  new  community  benefit  test.  To 
meet  this  new  requirement,  the  provider  will  have  to  assess  the 
health  needs  of  its  community  at  least  once  a  year  and  will  have 
to  develop  a  plan  to  meet  these  needs  and  will  have  to  allow  com- 
munity representatives  to  participate  in  this  process. 

This  new  requirement  will  not  apply  only  to  hospitals  and 
HMOs;  it  will  also  apply  to  any  health  care  organization  that  seeks 
to  qualify  as  a  tax-exempt  charitable  organization.  Therefore,  the 
new  requirement  will  apply  to  organizations  like  clinics,  nursing 
homes,  and  home  health  agencies.  The  community  benefit  test  of 
current  law  gives  us  some  comfort  that  only  deserving  nonprofit 
providers  will  be  exempt.  The  new  requirement  will  ensure  that 
tax-exempt  providers  respond  to  needs  of  their  communities. 

My  written  statement  includes  a  rather  detailed  hypothetical  ex- 
ample of  how  a  hospital  might  meet  the  new  requirement  on  pages 
3  through  5.  As  you  will  see  in  that  example,  the  hospital  estab- 
lishes a  community  advisory  board  with  representatives  from  a 
number  of  local  community  organizations.  Working  with  the  advi- 
sory board,  the  hospital  develops  a  plan  to  meet  the  particular 
health  needs  of  its  community.  The  example  illustrates  one  process 
that  would  meet  the  rules  in  our  bill. 

However,  health  care  providers  will  not  need  to  follow  the  par- 
ticular procedures  described  in  the  example  to  be  in  compliance.  In 
general,  any  procedures  that  allow  a  provider's  community  a  mean- 
ingful opportunity  to  participate  in  the  development  of  the  provid- 
er s  programs  will  meet  the  requirem.ent. 

The  rules  for  tax  exemption  of  nonprofit  health  care  providers 
must  be  flexible  because  of  the  wide  variety  of  these  organizations, 
the  differing  needs  of  their  communities,  and  the  changes  in  the 
market  that  we  expect  from  the  President's  health  care  reform 
plan.  Our  new  requirement  was  designed  to  apply  to  the  wide  vari- 
ety of  organizations  and  health  care  needs  in  today's  market  and 
the  changes  expected  in  the  future. 

On  the  other  hand,  if  we  had  more  detailed,  specific  rules,  they 
might  not  take  into  account  all  the  factors  that  go  into  deciding 
whether  an  organization  should  be  tax  exempt.  Many  programs  of 
health  care  providers  today  show  how  the  needs  of  various  commu- 
nities differ  and  how  providers  are  meeting  those  needs. 

For  example,  a  group  of  health  care  providers  in  Chicago  set  up 
a  special  clinic  to  meet  the  needs  of  the  city's  Russian  Jewish  im- 
migrant population  and  engaged  in  outreach  activities.  Other  com- 
munities might  have  different  groups  with  special  needs. 

For  example,  a  hospital  in  New  Jersey  is  located  in  an  area  with 
a  large  elderly  population.  That  hospital  established  a  center  for 
geriatric  health  which  offers  a  wide  range  of  services  and  adult  day 
care.  These  are  just  a  few  examples  of  the  many  ways  in  which 
health  care  providers  can  respond  to  the  unique  demands  of  their 
communities. 

The  new  needs  assessment  and  plans  development  requirement, 
together  with  the  community  benefit  test  of  current  law,  give  us 
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comfort  that  exempt  providers  will  meet  these  needs.  The  rules  in 
the  Health  Security  Act  will  also  allow  us  to  consider  the  variety 
of  community  needs  and  ways  to  respond  to  those  needs  when  we 
are  deciding  whether  a  provider  should  be  tax  exempt. 

The  most  important  factor  in  deciding  is  whether  the  hospital 
has  given  the  community  a  meaningful  opportunity  to  be  involved 
in  developing  the  provider's  programs.  What  the  relevant  commu- 
nity is  and  who  should  represent  the  community  will  depend  on  the 
facts  of  each  case. 

For  example,  if  a  provider  offers  specialized  care,  its  community 
might  not  be  its  surrounding  area;  instead,  its  community  might 
include  all  persons  in  a  much  larger  area  who  need  that  type  of 
care. 

Because  of  the  wide  variety  of  community  needs,  and  ways  to 
meet  those  needs,  the  community  representatives  will  be  the  best 
people  to  decide  whether  a  community  benefit  plan  is  good  enough. 
Therefore,  we  will  not  require  the  IRS  to  judge  the  adequacy  of 
community  plans. 

To  meet  the  new  requirement,  however,  the  provider  will  have  to 
take  into  account  any  concerns  about  the  plan  that  the  community 
representatives  might  have.  The  provider  will  have  to  put  things 
in  the  plan  to  meet  the  community's  concerns  or  else  have  a  good 
reason  why  it  didn't  do  so. 

If  the  community  is  meaningfully  involved  in  putting  together 
the  plan,  then  the  plan  will  respond  to  the  community's  needs.  If 
a  provider  does  not  put  the  community  benefit  plan  into  practice, 
this  might  raise  a  question  of  whether  the  community  has  been 
meaningfully  involved  in  determining  the  provider's  programs. 
Therefore,  the  provider  might  not  have  met  the  new  requirement. 
Similarly,  if  the  provider  doesn't  let  the  community  know  how  it  is 
doing  in  putting  the  plan  into  practice,  this,  too,  might  mean  that 
the  provider  hasn't  met  the  new  standard. 

As  I  mentioned  earlier,  the  current  law  doesn't  require  a  tax-ex- 
empt hospital  to  provide  a  particular  amount  of  free  services.  The 
President's  health  care  reform  package  will  provide  coverage  for  all 
Americans,  so  the  Health  Security  Act  doesn't  include  any  specific 
rules  on  charity  care. 

We  believe  that  the  new  needs  assessment  and  planned  develop- 
ment requirement,  together  with  the  community  benefit  test  of  cur- 
rent law,  gives  us  a  more  flexible  way  of  assuring  that  tax-exempt 
care  providers  continue  to  meet  the  needs  of  their  communities. 

If  we  have  universal  coverage,  and,  therefore,  eliminate  the  need 
for  charity  care,  this  doesn't  mean  that  nonprofit  health  care  pro- 
viders will  look  just  like  for-profit  providers.  For-profit  providers 
will  try  to  make  the  most  money  they  can  for  their  owners,  so  for- 
profit  providers  will  have  little  reason  to  do  anything  other  than 
treat  fee-paying  patients.  On  the  other  hand,  nonprofit  providers  do 
not  face  the  same  bottomline  pressures.  Therefore,  nonprofit  pro- 
viders generally  provide  more  services  to  the  community  than  sim- 
ply treating  patients  who  can  pay  the  fees. 

Charity  care  is  only  one  of  the  additional  services  that  nonprofit 
providers  offer  today.  Others  include  medical  research,  education 
programs,  health  screening,  immunization,  preventive  care,  and 
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outreach  programs.  These  preventive  community-based  services  are 
particularly  important  to  help  us  control  our  health  care  costs. 

Now,  I  would  like  to  talk  about  the  rules  in  the  Health  Security 
Act  that  apply  to  nonprofit  HMOs.  First,  let  me  describe  the  gen- 
eral problem  we  face  in  figuring  out  what  to  do  with  HMOs  imder 
the  tax  laws. 

We  think  health  care  organizations  may  be  arrayed  on  a  line 
with  pure  providers  such  as  hospitals  at  one  end  and  insurance 
companies  at  the  other.  HMOs  and  other  hybrid  organizations  lie 
between  those  two  extremes. 

Recent  changes  in  the  health  care  environment,  such  as  the 
growth  of  HMOs,  have  blurred  the  distinctions  between  providers 
and  insurance  companies.  If,  however,  we  let  hospitals  continue  to 
be  tax  exempt  and  we  continue  to  make  insurance  companies  pay 
tax,  we  need  to  draw  a  line  between  the  tax-exempt  and  taxable 
organizations. 

As  I  will  explain  in  a  moment,  we  think  that  the  Health  Security 
Act  draws  a  rational  line  based  on  real  differences  between  organi- 
zations. Providers  and  insurers  are  looking  more  and  more  alike, 
so  some  organizations  would  raise  questions  about  any  line  we 
would  draw. 

It  is  important  to  note  that  wherever  we  draw  the  line,  the  tax- 
able organizations  will  be  able  to  list  reasons  why  they  are  similar 
to  tax-exempt  organizations.  The  Health  Security  Act  draws  this 
line  with  rules  that  distinguish  between  taxable  insurance  compa- 
nies and  HMOs  that  can  be  tax  exempt. 

The  rules  classify  various  types  of  insurance  that  an  HMO  pro- 
vides as  commercial-type  insurance  or  not.  If  an  HMO  provides  too 
much  commercial-type  insurance,  it  cannot  be  tax  exempt.  The 
classifications  that  the  act  makes  are  consistent  with  the  way  the 
IRS  applies  current  law.  To  distinguish  tax-exempt  HMOs  from 
taxable  insurance  companies,  the  act  looks  to  two  key  factors: 
Whether  the  HMO  itself  treats  its  members,  and  if  not,  how  it  pays 
those  who  do  provide  treatment. 

An  HMO  that  treats  its  members  itself  looks  more  like  a  hospital 
or  clinic  than  an  insurance  company.  Therefore,  under  the  act,  an 
HMO  of  this  type  can  be  tax  exempt  under  section  501(c)(3). 

If  an  HMO  pays  a  fixed  amount  to  those  who  treat  its  members, 
the  HMO  is  able  to  shift  the  risk  of  how  much  treatment  the  mem- 
bers will  need.  The  HMO  will  pay  the  provider  the  same  amount 
for  each  member  who  signs  up  with  the  provider  no  matter  how 
much  treatment  the  member  needs.  This  HMO  may  still  be  provid- 
ing insurance  in  a  technical  sense,  but  the  shifting  of  risk  to  the 
provider  makes  this  arrangement  different  from  traditional  insur- 
ance. Therefore,  the  act  says  that  if  an  HMO  pays  primary  care 
providers  on  a  fixed  basis,  the  HMO  looks  different  enough  from 
an  insurance  company  that  it  can  be  tax  exempt. 

In  previous  hearings  before  this  subcommittee,  HMOs  have  testi- 
fied about  point-of-service  benefits.  The  act  says  that  point-of-serv- 
ice  benefits  are  commercial-type  insurance.  Point-of-service  benefits 
allow  a  member  of  an  HMO  to  get  treatment  from  anyone,  any- 
where, even  if  the  provider  is  not  within  the  HMO's  provider  net- 
work. The  member  has  to  pay  a  deductible  and  copayment  amount 
when  he  or  she  uses  point-of-service  benefits,  but  the  HMO  pays 
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the  rest  of  the  cost  of  the  care.  This  is  really  just  traditional  insur- 
ance. Therefore,  the  IRS  treats  these  benefits  as  commercial-type 
insurance  under  current  law.  The  act  codifies  this  position. 

To  give  consumers  as  many  choices  as  possible,  the  President's 
health  care  reform  plan  will  require  HMOs  to  provide  point-of- 
service  benefits  to  their  members.  As  I  noted,  point- of- service  bene- 
fits are  commercial-type  insurance  under  the  IRS'  interpretation  of 
current  law,  and  the  Health  Security  Act.  This  means  that  an 
HMO  that  provides  too  many  point-of-service  benefits  would  risk 
losing  its  tax  exemption. 

HMOs  are  concerned  that  they  could  lose  their  tax  exemption  if 
their  members  elect  to  use  point-of-service  benefits  too  frequently. 
This  is  a  factor,  however,  that  is  largely  outside  the  HMO's  control. 

We  appreciate  these  concerns  and  agree  that  an  HMO  should  not 
be  unreasonably  at  risk  of  losing  its  tax  exemption  just  because  it 
offers  point-of-service  benefits,  as  the  President's  plan  requires. 
Therefore,  we  are  working  to  develop  ways  to  address  this  potential 
problem  and  welcome  the  views  of  the  subcommittee  and  its  staff 
on  resolving  this  issue. 

The  act  will  eliminate  the  special  rules  that  allow  Blue  Cross/ 
Blue  Shield  organizations  to  pay  lower  taxes  than  other  insurance 
companies.  The  act  includes  transition  rules  that  will  phase  in  the 
effects  of  these  changes. 

Congress  enacted  the  special  rules  for  Blue  Cross/Blue  Shield  or- 
ganizations for  two  reasons;  neither  of  these  two  reasons  will  be 
valid  after  health  care  reform. 

The  special  rules  for  Blue  Cross/Blue  Shield  organizations  gave 
them  a  benefit  because  they  gave  all  people  access  to  health  insur- 
ance. Blue  Cross/Blue  Shield  organizations  charged  everyone  in  a 
community  the  same  premium  regardless  of  their  health.  They  did 
not  exclude  from  coverage  those  in  poor  health. 

Under  the  act,  all  insurance  companies  will  have  to  do  these 
things.  We  shouldn't  continue  to  give  Blue  Cross/Blue  Shield  orga- 
nizations special  tax  benefits  because  they  do  what  all  other  insur- 
ance companies  will  have  to  do. 

The  second  reason  that  Congress  enacted  the  special  rules  for 
Blue  Cross/Blue  Shield  organizations  was  to  ease  their  transition 
from  tax-exempt  to  taxable  status.  These  organizations,  however, 
have  been  subject  to  tax  since  1986.  Therefore,  we  believe  the  need 
for  transition  relief  has  passed. 

Now  that  I  have  told  you  about  the  rules  in  the  Health  Security 
Act  that  apply  to  nonprofit  health  care  organizations,  I  would  like 
to  close  by  saying  a  little  bit  about  a  related  issue  that  we  are  in- 
terested in. 

We  have  all  heard  a  lot  recently  about  public  charities  that  pay 
too  much  to  their  officers  and  other  insiders.  The  press  has  de- 
scribed a  number  of  these  cases.  In  addition,  the  Ways  and  Means 
Oversight  Subcommittee  held  hearings  earlier  this  year  that  high- 
lighted a  number  of  these  cases,  and  many  questioned  whether 
these  organizations  meet  the  requirements  to  be  tax-exempt  char- 
ities. 

Under  current  law,  an  organization  qualifies  for  tax  exemption 
under  section  501(c)(3)  of  the  code  only  if  no  part  of  its  net  earn- 
ings inures  to  the  benefit  of  any  private  shareholder  or  individual. 
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The  only  sanction  an  organization  faces  if  it  doesn't  comply  wdth 
the  rules  of  section  501(c)(3)  is  loss  of  its  tax  exemption. 

In  testimony  before  the  Oversight  Subcommittee  this  year,  Com- 
missioner Richardson  described  the  IRS'  difficulties  in  enforcing 
the  rules  of  section  501(c)(3).  Many  of  these  difficulties  arise  be- 
cause the  only  thing  the  IRS  can  do  to  an  organization  that  doesn't 
comply  is  threaten  to  take  away  its  tax  exemption. 

Taking  away  an  organization's  tax  exemption  is  a  severe  punish- 
ment, perhaps  too  severe  for  relatively  minor  violations.  Current 
law,  though,  may  force  the  IRS  to  choose  between  taking  away  an 
organization's  exemption  or  doing  nothing  at  all. 

The  difficulties  of  the  IRS  in  enforcing  the  rules  for  tax  exemp- 
tion have  caused  many  people  to  think  about  having  some  type  of 
intermediate  sanctions  that  are  less  severe  than  taking  away  tax 
exemption.  The  IRS  could  use  these  sanctions  against  organiza- 
tions that  don't  follow  all  the  rules  for  exemption. 

The  intermediate  sanction  issue  has  implications  for  health  care 
reform,  because  some  of  the  questionable  cases  described  in  the 
press  and  in  the  Oversight  Subcommittee's  hearings  involved  hos- 
pitals or  other  health  care  providers.  Further,  health  reform  will 
probably  cause  a  lot  of  restructuring  of  the  health  care  market.  In 
certain  cases,  this  might  allow  insiders  to  divert  to  themselves  the 
resources  of  a  tax-exempt  health  care  provider. 

We  recognize  the  difficulties  that  the  IRS  has  had  in  enforcing 
the  rules  against  inurement  and  other  rules  for  tax  exemption. 
Therefore,  we  are  working  with  the  Ways  and  Means  Committee 
and  its  staff  to  consider  new  intermediate  sanctions  for  clear  mis- 
uses of  resources. 

These  might  be  useful  if  they  are  targeted  at  the  clearly  abusive 
transactions  that  have  caused  concern:  Transactions  such  as  unrea- 
sonable compensation  and  bargain  transfers  to  insiders.  This  might 
be  an  effective  way  of  preventing  organizations  from  misusing  their 
resources. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.  I  would  be 
happy  at  this  time  to  answer  any  questions  that  you  may  have. 

[The  prepared  statement  follows:] 
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STATEMENT  OF 

MAURICE  B.  FOLEY 

DEPUTY  TAX  LEGISLATIVE  COUNSEL  (TAX  LEGISLATION) 

DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES 

COMMITTEE  ON  WAYS  AND  MEANS 

U.S.  HOUSE  OF  REPRESENTATIVES 

Mr.  Chainaan  and  Members  of  the  Subcommittee: 

I  am  pleased  to  have  this  opportunity  to  discuss  the 
provisions  in  the  Health  Security  Act  regarding  the  tax  treatment 
of  nonprofit  health  care  organizations.   Before  describing  these 
provisions  and  the  rationale  behind  them,  I  would  like  to 
summarize  the  tax  treatment  of  nonprofit  health  care 
organizations  under  current  law. 

I.    CDBREMT  LAW 

Tax-exempt  hospitals.   In  a  1956  revenue  ruling,  the 
Internal  Revenue  Service  (IRS)  held  that  a  hospital  did  not 
qualify  for  tax  exemption  as  a  charitable  organization  described 
in  section  501(c)(3)  of  the  Internal  Revenue  Code  (the  Code) 
unless  the  hospital,  to  the  extent  of  its  financial  ability, 
provided  care  to  those  unable  to  pay  the  cost  of  the  care.   Rev. 
Rul.  56-185,  1956-1  C.B.  202.   This  ruling  was  based  on  the  view 
that  section  501(c)(3)  of  the  Code  used  the  term  "charitable"  in 
the  popular  sense  of  providing  relief  to  the  poor.   Regulations 
issued  in  1959,  however,  provide  that  section  501(c)(3)  of  the 
Code  uses  the  term  "charitable"  in  its  broader  common  law  sense. 
Under  the  common  law  concept,  charity  is  not  limited  to  the 
relief  of  the  poor.   In  particular,  the  promotion  of  health  is  a 
separate  charitable  purpose  under  common  law. 

Based  on  the  1959  regulations  and  on  the  expanding  role  of 
governmental  and  private  health  insurance,  the  IRS  issued  Revenue 
Ruling  69-545,  1969-2  C.B.  117,  which  is  the  source  of  the 
"community  benefit"  test  that  governs  the  qualification  of 
hospitals  for  tax  exemption  today.   Revenue  Ruling  69-54  5 
modified  the  earlier  1956  ruling  to  remove  the  requirement  that  a 
tax-exempt  hospital  provide  charity  care  to  the  extent  of  its 
financial  ability.   Revenue  Ruling  69-545  addressed  the 
qualification  for  exemption  of  a  hypothetical  hospital  that 
operated  an  emergency  room  open  to  all  persons  and  provided 
inpatient  care  to  all  those  persons  in  the  community  able  to  pay 
the  cost  of  the  care,  either  directly  or  through  third  party 
reimbursement.   The  hospital  was  controlled  by  a  board  of 
trustees  composed  of  independent  civic  leaders.   The  hospital 
maintained  an  open  medical  staff,  with  privileges  available  to 
all  qualified  physicians.   Based  on  these  facts,  the  IRS  held 
that  the  hypothetical  hospital  qualified  for  tax  exemption  under 
section  501(c)(3)  of  the  Code  because  it  "promot[ed]  the  health 
of  a  class  of  persons  broad  enough  to  benefit  the  community"  and 
was  operated  to  serve  a  public  rather  than  private  interest. 

Health  maintenance  organizations.   A  nonprofit  health 
maintenance  organization  (HMO)  that  provides  health  services 
predominantly  at  its  own  facilities  through  the  use  of  its  own 
staff  may  qualify  as  a  tax-exempt  charitable  organization  under 
the  same  standards  that  govern  nonprofit  hospitals.   Sound  Health 
Association  v.  Commissioner.  71  T.C.  158  (1978).   By  contrast,  an 
HMO  that  does  not  provide  health  care  services  itself  may  be 
denied  exemption  as  a  charitable  organization  under  section 
501(c)(3)  of  the  Code,   Geisinqer  Health  Plan  v,  Commissioner, 
985  F.2d  1210  (3d  Cir.  1993).   A  non-provider  HMO  may  qualify  for 
exemption,  however,  as  a  social  welfare  organization  described  in 
section  501(c)(4)  of  the  Code.   Section  501(c)(4)  of  the  Code 
exempts  from  tax  civic  leagues  or  organizations  not  operated  for 
profit  but  operated  exclusively  for  the  promotion  of  social 
welfare. 
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Section  501 (m)  of  the  Code  disqualifies  an  organization  from 
exemption  under  section  501(c)(3)  or  501(c)(4)  of  the  Code  if  it 
provides  "conunercial-type  insurance"  as  a  substantial  part  of  its 
activities.   The  definition  of  commercial -type  insurance  does  not 
include  incidental  health  insurance  of  a  type  customarily 
provided  by  an  HMO. 

Section  501 (m)  of  the  Code  was  enacted  in  1986  in  part  to 
disqualify  Blue  Cross/Blue  Shield  organizations  from  tax 
exemption.   Thus,  Blue  Cross/Blue  Shield  organizations  are 
generally  treated  as  taxable  property/casualty  insurance 
companies,   with  the  enactment  of  section  501 (m)  of  the  Code 
however.  Congress  enacted  two  special  rules  that  provide 
favorable  treatment  to  Blue  Cross/Blue  Shield  organizations. 
Section  833  of  the  Code  provides  that  these  organizations  are  (l) 
entitled  to  a  special  tax  deduction,  equal  to  the  amount  by  which 
25  percent  of  their  health  claims  exceeds  their  adjusted  surplus, 
and  (2)  exempt  from  a  requirement  that  property/casualty  insurers 
include  in  taxable  income  20  percent  of  the  change  in  their 
unearned  premium  reserves. 

Current  law  provides  special  rules  for  calculating  the 
taxable  income  of  insurance  companies.   These  rules  allow  a 
taxable  insurance  company  to  deduct  estimates  of  claims  that  are 
incurred  but  not  reported.   The  insurance  rules  override  the 
general  rule  that  expenses  are  not  deductible  until  the 
occurrence  of  all  events  necessary  to  fix  and  determine  the 
taxpayer's  liability.   It  is  unclear  whether  HMOs  that  are 
subject  to  tax  may  use  the  special  rules  applicable  to  insurance 
companies  in  computing  their  tax  liabilities. 

II.   ADMINISTRATION  PROPOSALS 

1.   Nonprofit  Health  Car*  Providers 

Under  the  Health  Security  Act,  hospitals  and  other  nonprofit 
health  care  providers  will  continue  to  be  eligible  for  tax 
exemption,  as  they  have  since  the  very  beginning  of  our  income 
tax  system.   Although  the  Act  does  not  deny  tax  exemption  to 
nonprofit  health  care  providers,  it  does  add  a  new  requirement 
that  a  provider  must  meet,  in  addition  to  the  community  benefit 
test  of  current  law,  to  qualify  for  tax  exemption  under  section 
501(c) (3)  of  the  Code.   To  meet  this  new  requirement,  the 
provider  must  assess  the  health  needs  of  its  community  at  least 
annually  imd  develop  a  plan  to  meet  those  needs.   The  provider 
will  have  to  conduct  this  needs  assessment  and  plan  development 
process  with  the  participation  of  community  representatives.   The 
needs  assessment  and  plan  development  requirement  does  not  apply 
only  to  hospitals  and  HMOs.   It  is  intended  to  apply  to  any 
organization  that  seeks  to  qualify  as  a  tax-exempt  charitable 
organization  by  reason  of  its  provision  of  health  care  treatment 
to  patients,  including,  for  example,  clinics,  nursing  homes  and 
home  health  agencies. 

Nonprofit  hospitals  and  other  health  care  providers  should 
earn  tax  exemption  by  providing  services  that  meet  the  needs  of 
their  communities.   The  community  benefit  test  of  current  law 
provides  some  assurance  that  tax  exemption  is  granted  only  to 
deserving  nonprofit  providers.   The  needs  assessment  and  plan 
development  requirement  included  in  the  Act  will  provide  further 
assurance  that  tax-exempt  providers  are  responsive  to  needs  of 
their  communities  and  therefore  are  worthy  of  tax  exemption." 

The  needs  assessment  and  plan  development  process 
contemplated  by  the  Act  may  be  best  understood  by  reference  to  a 
hypothetical  example.   This  example  illustrates  one  process  that 
would  meet  the  new  requirement.  A  health  care  provider  need  not 
follow  the  particular  procedures  described  in  the  example, 
however,  to  meet  the  requirement.   Other  procedures  that  allow  a 
provider's  community  a  meaningful  opportunity  to  participate  in 
the  development  of  the  provider's  progreons  would  also  meet  the 
requirement. 
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Hospital  A  is  a  private,  nonprofit  hospital  located  in  a 
large,  urban  area.   The  Board  of  Trustees  of  Hospital  A 
adopted  a  mission  statement  that  declares  the  hospital's 
commitment  to  implement  and  conduct  a  community  benefit 
program.   Hospital  A's  Chief  Executive  Officer  (CEO)  is 
responsible  for  the  overall  management  of  the  community 
benefit  program.   The  CEO  directs  the  hospital's  Planning 
and  Community  Relations  Departments  to  study  the  health 
needs  of  the  locality  served  by  the  Hospital. 

The  Planning  Department  obtains  statistics  on  morbidity  and 
mortality.   The  Community  Relations  Department  establishes  a 
Community  Advisory  Board,  which  includes  representatives  of 
several  community  organizations.   Among  the  organizations 
represented  are  the  county  health  department,  several  local 
charitable  organizations,  the  Chamber  of  Commerce,  a  senior 
citizens'  organization,  the  local  public  schools,  a  nvimber 
of  religious  organizations,  and  a  few  large  employers  who 
operate  facilities  within  Hospital  A's  service  area. 
Personnel  from  the  Community  Relations  and  Planning 
Departments  meet  with  the  Community  Advisory  Board  to 
discuss  the  area's  health  needs. 

The  Planning  Department  then  prepares  a  draft  report  that 
describes  the  most  significant  health  needs  of  the 
community.   The  report,  for  example,  refers  to  the  large 
population  of  homeless  persons  in  the  community  who  have 
inadequate  access  to  health  care  services.   The  report  also 
discusses  increasing  rates  of  pregnancy  among  drug-addicted 
teenagers.   The  Community  Advisory  Board  meets  to  discuss 
the  draft  report  on  community  health  needs.   The  Planning 
Department  takes  into  account  the  comments  of  the  Community 
Advisory  Board  in  preparing  a  final  report. 

The  Planning  Department,  in  consultation  with  the  Community 
Advisory  Board,  considers  various  means  of  addressing  the 
community  health  needs  identified  in  the  report.   The 
Planning  Department  works  with  the  hospital's  Finance  and 
Budget  Departments  to  estimate  the  costs  of  these  various 
programs.   Then,  representatives  from  these  three 
departments  meet  with  the  Community  Advisory  Board  to  select 
new  programs  to  be  implemented  to  address  the  community's 
health  needs.   These  programs  are  selected  on  the  basis  of 
the  urgency  of  the  need,  the  cost  of  the  program,  the 
financial  resources  of  the  hospital,  and  the  potential 
contributions  to  the  program  by  other  community 
organizations.   Those  progrzuns  selected  are  identified  in  a 
draft  community  benefit  plan. 

The  draft  community  benefit  plan  includes  a  counselling 
program  for  drug-addicted  teenage  mothers,  to  be  run  in 
cooperation  with  public  school  counsellors,  social  workers, 
and  a  local  job  placement  agency.   The  plan  also  includes  an 
outreach  program  to  address  the  needs  of  the  homeless. 
Hospital  A  will  participate  in  this  program  with  the  housing 
authority  of  the  local  government  and  several  local 
charitable  organizations.   The  program  will  provide 
opportunities  for  shelter,  as  well  as  transportation  to  food 
service  facilities  and  a  health  clinic  to  be  operated  by 
Hospital  A.   The  clinic  will  provide  preventive  care 

treatment,  including  nutritional  counselling.  The  draft 
plan  includes  objectives  for  each  program  to  measxire  its 
progress  over  time.  The  plan  is  then  finalized  with  the 
approval  of  the  CEO  and  the  Board  of  Trustees. 

The  Community  Relations  Department  reports  to  the  Community 
Advisory  Board  periodically  regarding  Hospital  A's 
implementation  of  its  community  benefit  plan. 
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The  needs  assessment  and  plan  development  requirement  is 
intended  to  be  flexible.   Flexibility  is  an  important  criterion 
in  considering  the  standards  for  tax  exemption  of  nonprofit 
health  care  providers  because  of  the  wide  variety  of  these 
organizations,  the  diverse  needs  of  the  communities  in  which  they 
operate,  and  the  changes  in  the  marketplace  expected  to  result 
from  the  adoption  of  the  President's  health  care  reform  plan.   In 
particular,  the  tax  laws  should  not  impede  the  ability  of  health 
care  providers  to  engage  in  community  outreach,  providing  the 
type  of  preventive  and  community-based  services  that  will  help 
control  health  care  costs  while  meeting  community  needs.   The 
needs  assessment  and  plan  development  requirement  was  designed  to 
accommodate  the  wide  variety  of  organizations  and  health  care 
needs  in  today's  market  and  the  changes  expected  in  the  future. 
By  contrast,  more  detailed,  specific  standards  might  fail  to  take 
into  account  all  of  the  facts  and  circumstances  that  might  bear 
on  an  organization's  qualification  for  tax  exemption. 

Many  programs  being  conducted  by  health  care  providers  today 
illustrate  the  variety  of  health  needs  of  different  communities, 
and  the  vmique  means  by  which  providers  are  meeting  those  needs. 
For  example,  a  group  of  health  care  providers  in  Chicago  has 
established  a  program  to  meet  the  needs  of  that  city's  population 
of  Russian  Jewish  immigrants.   Special  clinics  have  been 
established  to  meet  the  health  needs  of  these  persons.   The 
program  also  includes  outreach  activities  to  address  language  and 
cultural  differences.   Other  communities  may  have  different 
groups  with  specific  needs.   For  example,  a  New  Jersey  hospital 
located  in  an  area  with  a  large  elderly  population  has 
established  a  center  for  geriatric  health.   The  center  offers  a 
wide  range  of  services,  including  adult  day  care  for  frail  and 
impaired  seniors.   The  center  also  arranges  laundry  and  other 
services  to  enable  seniors  to  live  independently  at  home. 

These  are  just  a  few  examples  of  the  many  ways  in  which 
health  care  providers  may  respond  to  the  unique  needs  of  their 
communities.   The  needs  assessment  and  plan  development 
requirement  included  in  the  Act,  together  with  the  community 
benefit  test  of  current  law,  will  provide  assurance  that  tax- 
exempt  providers  meet  the  needs  of  their  communities.   These 
standards  will  also  allow  the  variety  of  community  needs  and 
appropriate  responses  to  those  needs  to  be  taken  into  account  in 
determining  a  provider's  qualification  for  tax  exemption. 

The  hallmark  in  determining  whether  the  needs  assessment  and 
plan  development  requirement  is  met  will  be  whether  the  community 
has  been  provided  a  meaningful  opportunity  to  participate  in  the 
development  of  the  provider's  programs.   The  identity  of  the 
relevant  community  and  appropriate  persons  to  represent  the 
community  will  depend  on  the  facts  of  each  case.   For  example, 
the  community  served  by  a  provider  of  specialized  care  would  not 
be  defined  on  the  basis  of  location,  but  would  include  all 
persons  in  need  of  that  type  of  care. 

Because  of  the  wide  variety  of  community  needs  and  the 
measures  appropriate  to  meet  those  needs,  the  community 
representatives  will  be  in  the  best  position  to  judge  the 
adequacy  of  a  plan  developed  to  meet  community  needs.   Thus,  the 
IRS  will  not  be  required  to  judge  the  adequacy  of  a  plan.   To 
meet  the  needs  assessment  and  plan  development  requirement,  the 
provider  will  have  to  take  into  account  any  concerns  expressed  by 
the  community  representatives  regarding  the  adequacy  of  the  plan. 
The  provider  will  have  to  include  in  the  plan  measures  to  meet 
these  concerns,  or  have  a  reasoned  explanation  for  a  failure  to 
include  these  measures.   Meaningful  involvement  by  the  community 
in  developing  the  plan  will  help  ensure  that  the  plan  responds  to 
community  needs. 


20 


A  failure  by  a  provider  to  implement  a  plan  developed  to 
meet  community  needs  may  call  into  question  whether  the  community 
has  been  meaningfully  involved  in  determining  the  provider's 
programs,  and,  therefore,  whether  the  needs  assessment  and  plan 
development  requirement  has  been  met.   Similarly,  a  failure  to 
report  to  the  community  on  the  implementation  of  the  plan,  or 
otherwise  provide  community  representatives  the  ability  to 
monitor  implementation,  may  call  into  question  whether  the 
provider  has  afforded  the  community  the  meaningful  involvement 
contemplated  by  the  new  requirement.   However,  a  provider  that 
does  not  fully  implement  every  element  of  a  plan  will  not 
necessarily  jeopardize  its  tax  exemption. 

Current  law  does  not  require  the  provision  of  a  particular 
amount  of  charity  care  as  a  condition  of  tax  exemption.   Because 
the  President's  health  care  reform  plan  will  provide  health 
coverage  to  all  Americans,  the  Act  also  does  not  include 
provisions  relating  specifically  to  charity  care.   As  noted 
above,  the  needs  assessment  and  plan  development  requirement 
included  in  the  Act,  in  combination  with  the  community  benefit 
test  of  current  law,  will  provide  a  more  flexible  means  of 
ensuring  that  tax-exempt  health  care  providers  continue  to  meet 
the  health  needs  of  their  communities. 

The  achievement  of  universal  coverage,  and  resulting 
elimination  of  the  need  for  charity  care,  does  not  mean  that  the 
activities  of  nonprofit  health  care  providers  will  be 
indistinguishable  from  those  of  for-profit  providers.   For-profit 

providers  seek  to  maximize  their  profits  for  the  benefit  of  their 
owners.   Thus,  for-profit  providers  may  have  little  incentive  to 
engage  in  activities  other  than  treating  fee-paying  patients.   By 
contrast,  nonprofit  providers  do  not  face  the  same  "bottom  line" 
pressure.   Therefore,  nonprofit  providers  generally  provide 
services  to  the  community  in  addition  to  the  treatment  of  fee- 
paying  patients.   Treating  patients  who  are  unable  to  pay  the 
cost  of  the  care  is  only  one  type  of  additional  service  that 
nonprofit  providers  offer  today.   Others  include  medical 
research,  education  programs,  health  screening,  immunization, 
preventive  care,  and  outreach  programs.   As  noted  above,  these 
preventive,  community-based  services  are  important  to  meet 
community  needs  and  achieve  control  over  health  care  costs. 

2 .   Health  Maintenance  Organizations 

Health  care  organizations  may  be  arrayed  on  a  continuum, 
with  pure  providers,  such  as  hospitals,  at  one  end  and 
traditional  indemnity  insurers  at  the  other.   HMOs,  preferred 
provider  organizations  and  other  hybrid  organizations  lie  between 
these  two  extremes.   Recent  changes  in  the  health  care 
environment,  such  as  the  growth  of  HMOs,  have  blurred  the 
distinctions  between  providers  and  insurers.   The  continued 
eligibility  of  hospitals  for  tax  exemption  and  the  continued 
imposition  of  tax  on  indemnity  insurers  require  a  line  to  be 
drawn  somewhere  along  the  continuum  of  health  care  organizations 
to  separate  those  that  can  qualify  for  exemption  from  those  that 
cannot.   As  explained  below,  the  Health  Security  Act  draws  a 
rational  line  on  the  basis  of  meaningful  distinctions  between  the 
affected  organizations.   Nonetheless,  because  of  the  blurring  of 
the  concepts  of  provider  and  insurer,  wherever  the  line  might  be 
drawn,  organizations  that  would  be  subject  to  tax  could  point  to 
similarities  between  themselves  and  those  organizations  that 
would  be  eligible  for  exemption. 

The  Act  provides  rules  that  distinguish  between  taxable 
insurance  companies  and  HMOs  that  may  qualify  for  tax  exemption. 
The  rules  accomplish  this  result  by  classifying  certain  forms  of 
insurance  provided  by  an  HMO  as  either  commercial-type  insurance 
or  not.   As  noted  above,  section  501 (m)  of  the  Code  denies  tax- 
exempt  status  to  an  organization  that  provides  commercial -type 
insurance  as  a  substantial  part  of  its  activities.   The 
classifications  made  by  the  Act  are  consistent  with  the  IRS's 
current  interpretation  of  section  501 (m)  of  the  Code. 
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The  Act  specifies  that  insurance  provided  by  an  HMO  related 
to  four  types  of  health  care  treatment  is  not  commercial-type 
insurance:  (1)  treatment  provided  by  an  HMO  at  its  own  facilities 
by  its  ovm  staff,  as  is  characteristic  of  "staff"  or  "group 
model  HMOs;  (2)  primary  care  provided  by  a  health  care 
professional  who  is  paid  by  the  HMO  on  a  fixed  or  "capitated 
basis,  so  that  the  amount  paid  to  the  provider  does  not  vary  with 
the  amount  of  care  provided;  (3)  services  other  than  primary 
care,  such  as  hospital  or  specialty  services,  provided  within  the 
HMO's  provider  network;  and  (4)  emergency  care  provided  to  a 
member  of  the  HMO  outside  the  member's  area  of  residence. 

An  HMO  will  continue  to  qualify  for  tax  exemption  under  the 
Act  only  if  its  activities  may  be  meaningfully  distinguished  from 
the  provision  of  traditional  indemnity  insurance.   In  this 
regard,  the  provisions  of  the  Act  look  to  two  key  factors:  (1) 
whether  the  HMO  directly  provides  health  care  treatment  to  its 
members,  and  (2)  the  manner  in  which  the  HMO  pays  the  health  care 
professionals  who  provide  treatment. 

An  HMO  that  directly  provides  health  care  treatment  to  its 
members  more  closely  resembles  a  hospital  or  clinic  than  a 
traditional  indemnity  insurer.   Therefore,  under  the  Act,  such  an 
HMO  may  qualify  for  tax  exemption  under  section  501(c)(3)  of  the 
Code — the  provision  that  applies  to  hospitals  and  clinics. 

An  HMO  that  pays  on  a  fixed  or  capitated  basis  those  health 
care  professionals  who  provide  care  to  its  members  essentially 
"shifts"  to  the  providers  much  of  the  risk  regarding  utilization 
of  services.   The  HMO  will  pay  a  provider  the  same  amount  for 
each  member  enrolled  with  the  provider,  regardless  of  the  amount 
of  care  required  by  the  member.   Although  the  HMO  may  be 
providing  "insurance"  in  a  technical  sense,  the  shifting  of  risk 
to  the  provider  makes  the  arrangement  distinguishable  from 
traditional  indemnity  insurance.   Therefore,  under  the  Act,  an 
HMO  that  pays  primzury  care  providers  on  a  fixed  or  capitated 
basis  may  qualify  for  tax  exemption. 

Consistent  with  current  case  law,  the  Act  would  allow  a  non- 
provider  HMO  to  qualify  for  tax-exemption  under  section  501(c) (4) 
but  not  section  501(c)(3)  of  the  Code.   A  non-provider  HMO  is  not 
sufficiently  similar  to  a  hospital  or  clinic  to  warrant  exemption 
under  section  501(c)(3)  of  the  Code.   Further,  the  principal 
federal  tax  benefits  to  an  HMO  of  qualifying  for  exemption  under 
section  501(c)(3)  instead  of  section  501(c)(4)  of  the  Code  relate 
to  the  availability  of  subsidized  sources  of  capital.   An 
organization  described  in  section  501(c) (3)  may  receive  tax- 
deductible  contributions  and  tax  exempt  bond  financing,  while  an 
organization  described  in  section  501(c)(4)  cannot.   A  non- 
provider  HMO,  however,  has  significantly  lower  capital  needs  than 
an  HMO  that  must  pvirchase  the  facilities  and  equipment  to  provide 
health  treatment.   Therefore,  there  is  less  justification  for 
allowing  non-provider  HMOs  to  receive  financing  from  subsidized 
sources  such  as  deductible  contributions  and  tax-exempt  bonds. 

The  Act  classifies  "point  of  service  benefits"  as 
commercial-type  insurance.   Point  of  service  benefits  allow  a 
member  of  an  HMO  to  obtain  treatment  outside  the  HMO's  provider 
network.   The  HMO  pays  the  cost  of  the  care  in  excess  of 
deductible  and  co-payment  amounts  for  which  the  member  is  liable. 
Because  these  benefits  are  essentially  traditional  indemnity 
insurance,  the  IRS,  in  applying  section  501 (m)  of  Code,  treats 
these  benefits  as  commercial-type  insurance.   The  Act  would 
codify  this  position. 
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To  maximize  the  choices  available  to  consumers,  the 
President's  health  care  reform  plan  will  require  HMOs  to  provide 
point  of  service  benefits  to  their  members  so  that  members  can 
seek  care  outside  the  HMO's  provider  network.   As  I  just  noted, 
however,  these  benefits  are  commercial-type  insurance  under  the 
IRS's  interpretation  of  current  law  and  the  provisions  of  the  Act 
that  would  codify  that  interpretation.   Therefore,  an  HMO  would 
not  be  entitled  to  tax  exemption  if  the  provision  of  point  of 
service  benefits  were  a  substantial  part  of  its  activities. 

Some  HMOs  have  expressed  concern  that  their  tax  exemption 
could  be  jeopardized  by  a  factor  outside  their  control:  the 
extent  to  which  their  members  elect  to  receive  point  of  service 
benefits.   We  appreciate  these  concerns  and  agree  that  an  HMO 
should  not  be  unreasonably  at  risk  of  losing  its  tax  exemption 
because  it  provides  point  of  service  benefits  as  required  by  the 
President's  plan.   Therefore,  we  are  working  to  develop 
appropriate  measures  to  address  this  potential  problem.   We  would 
welcome  the  views  of  the  Subcommittee  and  staff  in  resolving  this 
issue. 

In  addition,  the  Act  provides  rules  under  which  a  nonprofit 
HMO  that  does  not  qualify  for  tax  exemption  will  be  entitled  to 
compute  its  taxable  income  using  the  provisions  applicable  to 
insurance  companies.   Thus,  for  example,  taxable  HMOs  will  be 
allowed  to  deduct  estimates  of  claims  that  are  incurred  but  not 
reported. 

3.   Blue  Cross/Blue  Shield  Organizations 

The  Health  Security  Act  will  eliminate  the  special  deduction 
for  Blue  Cross/Blue  Shield  organizations  and  require  these 
organizations  to  include  in  income  20  percent  of  the  change  in 
their  unearned  premium  reserves,  in  the  same  manner  as  other 
taxable  insurance  companies.   The  Act  also  includes  transition 
rules  that  phase  in  the  effects  of  these  changes. 

The  special  deduction  for  Blue  Cross/Blue  Shield 
organizations  provided  a  subsidy  to  these  organizations  in 
recognition  of  the  benefits  resulting  from  their  practice  of 
charging  community-rated  premiums  and  not  excluding  from  coverage 
those  with  pre-existing  medical  conditions.   The  Act,  however, 
will  prevent  all  insurance  companies  from  denying  coverage  on  the 
basis  of  health,  employment  or  financial  status.   Further,  the 
Act  will  effectively  require  all  plans  receiving  premiums  though 
health  alliances  to  charge  community-rated  premiums.   Therefore, 
providing  a  subsidy  to  Blue  Cross/Blue  Shield  organizations  will 
no  longer  be  necessary  to  ensure  that  members  of  the  public  are 
able  to  obtain  insurance  with  community  rated  premiums. 

The  exemption  of  Blue  Cross/Blue  Shield  organizations  from 
the  requirement  to  include  in  income  20  percent  of  the  change  in 
their  unearned  premium  reserves  was  designed  to  ease  the 
transition  of  these  organizations  from  tax-exempt  to  taxable 
status.   These  organizations,  however,  have  now  been  subject  to 
tax  for  several  years.   Therefore,  the  need  for  transition  relief 
has  passed. 

III.  IKTERMEDIATE  8AKCTI0NS  AND  HEALTH  CARE  OR6AKIZATIOMS 

Recent  media  reports  and  hearings  held  by  the  Ways  and  Means 
Subcommittee  on  Oversight  highlighted  cases  in  which  public 
charities  had  provided  excessive  compensation  or  other 
inappropriate  benefits  to  officers  or  other  "insiders."  These 
cases  raise  questions  regarding  the  organizations'  compliance 
with  the  inurement  prohibition  included  in  section  501(c)(3)  of 
the  Code. 

An  organization  qualifies  for  tax  exemption  under  section 
501(c)(3)  of  the  Code  only  if  no  part  of  its  net  earnings  inures 
to  the  benefit  of  any  private  shareholder  or  individual.   Under 
current  law,  revocation  of  an  organization's  tax  exemption  is  the 
sole  sanction  available  for  violations  of  the  inurement 
prohibition  or  other  standards  for  exemption.   As  Margaret  Milner 
Richardson,  the  Commissioner  of  Internal  Revenue,  testified 
earlier  this  year  before  the  Oversight  Subcommittee,  the  lack  of 
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a  sanction  short  of  revocation  causes  the  IRS  significant 
enforcement  difficulties.   Revocation  of  exemption  is  a  severe 
sanction  that  may  be  greatly  disproportionate  to  the  violation  in 
issue.   Current  law,  however,  may  force  the  IRS  to  choose  between 
revoking  an  organization's  exemption  or  taking  no  enforcement 
action. 

The  difficulties  of  the  IRS  in  enforcing  the  standards  for 
exemption  have  led  to  consideration  of  "intermediate"  sanctions 
short  of  revocation  that  would  apply  to  violations  of  these 
standards.   A  bill  recently  introduced  by  Rep.  Stark,  the 
chairman  of  the  Ways  and  Means  Subcommittee  on  Health,  provides 
examples  of  intermediate  sanctions.   That  bill,  H.R.  3697,  would 
impose  on  acts  of  self-dealing  and  inurement  two-tiered  excise 
taxes  modelled  on  the  taxes  that  apply  to  private  foundations 
under  current  law. 

The  intermediate  sanctions  issue  has  implications  for  health 
care  reform.   Some  of  the  abusive  cases  cited  in  the  media  and  in 
the  Oversight  Subcommittee's  hearings  involve  hospitals  or  other 
health  care  providers.   Further,  the  significant  restructuring  of 
the  health  care  market  that  is  expected  to  result  from  health 
reform  might  in  certain  cases  present  opportunities  for  insiders 
to  divert  to  their  own  benefit  the  resources  of  tax-exempt  health 
care  providers. 

In  recognition  of  the  difficulties  the  IRS  has  had  in 
enforcing  the  inurement  prohibition  and  other  standards  for  tax 
exemption,  we  are  working  with  the  Ways  and  Means  Committee  and 
its  staff  to  consider  the  possibility  of  new,  intermediate 
sanctions  for  clear  misuses  of  resources.   Intermediate  sanctions 
may  be  useful,  particularly  if  they  are  narrowly-targeted  at 
clearly  abusive  transactions  of  the  type  that  have  given  rise  to 
concern,  such  as  unreasonable  compensation  and  bargain  transfers 
provided  to  insiders.   Narrowly-targeted  intermediate  sanctions 
might  be  more  effective  deterrents  than  the  potential  loss  of 
exemption. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.   I  would 
be  happy  at  this  time  to  answer  any  questions  that  you  or  the 
other  Members  may  have. 
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Chairman  Rangel.  It  is  a  general  suggestion  in  your  testimony 
that  if,  indeed,  the  President's  plan  became  law,  that  there  would 
not  be  a  reduction  in  tax  exemption  for  hospitals,  generally. 

Mr.  Foley.  We  do  not  think  that  the  number  of  hospitals  that 
qualify  for  exemption  would  change  under  the  plan. 

Chairman  Rangel.  Notwithstanding  the  fact — do  you  foresee 
that  there  would  be  a  dramatic  reduction  in  the  amount  of  people 
not  covered  so  therefore  charity  cases  are  no  longer  important  as 
a  guideline? 

Mr.  Foley.  Well,  under  the  plan,  all  individuals  will  be  covered. 
Thus,  we  believe  there  wouldn't  really  be  a  need  for  specific  rules 
relating  to  charity  care. 

Chairman  Rangel.  And  so  that  basically  the  majority  of  the 
cases  for  tax  exemption  would  be  the  services  that  the  hospital  will 
offer  based  on  community  needs? 

Mr.  Foley.  That  is  correct.  That  is  correct.  We  anticipate  that 
charitable  hospitals — and  many  of  them  already  do  this — they  will 
work  in  the  communities  to  provide  a  wide  range  of  services  relat- 
ing to  drug  prevention,  programs  on  teenage  pregnancy,  and  a  wide 
range  of  other  services  that  hospitals  can  provide  in  the  commu- 
nity. 

Chairman  Rangel.  What  is  the  difference  as  relates  to  the  appli- 
cation of  the  tax  provisions  for  501(c)(3),  which  we  are  basically 
dealing  with,  and  what  you  mentioned  earlier,  501(c)(4)? 

Mr.  Foley.  Under  501(c)(3),  the  only  change  that  we  are  making 
is  that  we  are  adding  a  requirement  that  the  hospitals  must  assess 
the  community's  needs  and  develop  a  plan.  We  don't  alter  section 
501(c)(4),  which  relates  to  social  welfare  organizations.  Under  the 
administration's  plan,  an  HMO  could  qualify  under  either  section 
501(c)(3)  or  501(c)(4).  It  would  depend  on  the  activities  conducted 
by  the  HMO. 

Chairman  Rangel.  But  would  the  tax  treatment  be  any  dif- 
ferent? 

Mr.  Foley.  Yes,  it  would.  Under  section  501(c)(3),  an  organiza- 
tion, for  example,  can  issue  tax-exempt  bonds.  If  the  organization 
qualified  under  section  501(c)(4),  it  would  not  be  able  to  do  that. 

Chairman  Rangel.  If  a  hospital  was  located  in  an  affluent  com- 
munity that  really  didn't  feel  it  had  any  special  needs,  could  that 
hospital  still  find  some  way  to  be  tax  exempt?  And  if  so,  what 
would  they  do? 

Mr.  Foley.  Well,  we  assume  that  in  virtually  every  community, 
there  is  something  that  a  hospital  can  do  to  lower  the  costs  of 
health  care.  I  would  assume  in  every  community  there  are  people 
who  smoke.  Reducing  the  incidence  of  cancer  or  reducing  the  num- 
ber of  people  who  smoke  in  the  community,  providing  programs  in 
that  area — if  those  are  the  only  needs  in  the  community,  and  a  hos- 
pital is  addressing  those  needs,  that  may  be  sufficient  to  meet  our 
requirement. 

Chairman  Rangel.  So,  since  we  are  basically  saying  that  it  takes 
little  or  nothing  to  get  the  exemption,  you  have  to  just  go  out  there 
and  do  something  good  and  get  some  people  in  the  community  to 
say  they  like  what  you  are  doing.  So,  really,  if  you  provide  any 
service  that  you  basically  are  not  required  to  under  law  that  has 
some  impact  on  improving  health  or  reduction  of  costs,  you  should 
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not  have  a  major  problem  in  getting  the  exemption.  Let  me  ask  you 
this 

Mr.  Foley.  I  am  not  saying  that  they  get  by  without  doing  any- 
thing. One  important  thing  that  they  can  provide  is  education 
about  a  wide  array  of  diseases  and  prevention.  That  is  something 
that  will  lower  everybody's  health  care  costs.  And  I  think  the  entire 
system  will  benefit  from  that. 

Chairman  Rangel.  No,  I  am  not  saying — if  I  don't  want  to  pay 
taxes,  I  don't  think  that  I  need  a  CPA  to  find  some  service  that 
would  come  under  these  guidelines. 

Mr.  Foley.  Right.  Well,  some  of  the  things  that  the  organization 
might  do  in  the  community  might  involve  medical  research,  health 
screening,  immunization,  preventive  care,  outreach  activities. 

Chairman  Rangel.  And  I  assume  that  you  mean  that  these 
things  would  not  have  to  be  paid  for?  This  would  be  a  free  service? 

Because  immunization  to  me  is  a  hospital  requirement  if  you 
come  in  there  and  you  need  something  for  your  kids.  So,  I  mean, 
wouldn't  you  say — and  I  know  you  don  t  want  to — that  you  have  to 
do  something  that  you  are  not  required  to  do  as  a  hospital?  I  mean, 
immunization,  you  are  supposed  to  do  it. 

Mr.  Foley.  Well,  Mr.  Chairman,  we  are  open  to  any  of  your 
ideas.  We  think 

Chairman  Rangel.  No,  no,  no.  I  am  accepting  your  interpreta- 
tion. I  just  don't  see — and  I  am  not  saying  that  there  should  be  a 
need  to  give  hospitals  a  hard  time,  but  I  don't  see  why  any  hospital 
would 

Mr.  Foley.  Well,  we  are  requiring  that  they  work  with  the  com- 
munity to  determine  what  the  community  needs. 

Chairman  Rangel,  OK,  I  accept  that. 

Mr.  Foley.  And  the  community  will  put  pressure  on  them 

Chairman  Rangel.  Depending  on  who  is  in  the  community,  I  ac- 
cept that. 

Mr.  Foley.  And  the  idea  of  a  tax  exemption  is  that  the  chari- 
table organizations  serve  a  public  purpose  so  we  are  relying  on  the 
public,  the  constituents,  to  basically  tell  the  hospital  what  they 
need. 

Chairman  Rangel.  Well,  I  wouldn't  want  to  be  involved  in  that 
oversight.  But  let's  get  to  for-profit  hospitals  and  not-for-profit. 

I  think  you  were  saying  that  motivation  for  for-profit  would  put 
a  lot  of  pressure  on  the  hospital  to  do  things  in  order  to  get  returns 
on  the  stockholders'  investment.  Suppose  I  set  up  a  not-for-profit, 
found  out  how  much  the  profit  would  be,  and  then  split  that  up 
with  the  number  of  people  that  are  working  in  the  not-for-profit 
and  just  go  out  and  talk  about  teenage  pregnancy,  smoking  and 
some  things  like  that?  What  would  I  be  missing  so  that  I  would — 
if  I  wanted  to  convert  from  a  for-profit  to  a  not-for-profit,  and  there 
won't  be  any  profits  after  I  pay  them  out,  and  I  think  I  could  com- 
ply with  the  community  need? 

Mr.  Foley.  And  after  you  convert  under  your  example  you  would 
clearly  be  serving  a  public  purpose  and  meeting  the  needs  of  the 
community? 

Chairman  Rangel.  Oh,  sure. 

Mr.  Foley.  There  still  might  be  a  private  inurement  issue. 

Chairman  Rangel.  A  what? 
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Mr.  Foley.  A  private  inurement  issue  if  the  proceeds  or  the  net 
earnings  of  the  hospital  are  being  paid  to  the  owners  of  the  hos- 
pital. 

Chairman  Rangel.  Strike  that  out.  There  won't  be  any  earnings. 
There  is  no  cap  here  if  a  doctor  for  a  not-for-profit — if  his  not-for- 
profit  board  says  that  he  gets  $500,000,  there  is  no  cap;  right? 

Mr.  Foley.  No. 

Chairman  Rangel.  So,  if  you  give  it  out  in  salaries,  you  can't 
possibly  get  a  profit. 

Mr.  Foley.  We  do  not  think  that  they  should  be  able  to  pay  un- 
reasonable salaries. 

Chairman  Rangel.  Who  is  going  to  set  that  standard? 

Mr.  Foley.  At  the  very  end  of  my  testimony,  I  talked  about  in- 
termediate sanctions.  One  of  the  things  that  we  are  concerned 
about  is  the  payment  of  unreasonable  salaries.  And  we  currently 
have  case  law  and  authority  that  gives  us  some  guidance  on  how 
to  determine  unreasonable  compensation. 

Chairman  Rangel.  But  you  are  not  going  to  find  that  for  those 
people  who  run  drug  rehabilitation  centers  where  there  are  no 
standards  anywhere,  even  for  efficiency.  And  there  certainly  is  no 
standard  they  be  licensed.  So,  I  just  don't  know  what  you  would  do 
to  the  industry  if  you  start  setting  standards. 

Mr.  Foley.  Well,  even  so,  we  are  maybe  making  new  law  in 
those  areas.  But  I  think  we  would  have  some  basis  to  determine 
whether  the  salary  is  unreasonable.  If  the  person  in  charge  of  a 
drug  treatment  facility  is  making  half-a-million  dollars,  and  people 
providing  similar  services  are  making  substantially  less,  I  think  we 
would  have  a  basis  to  say  that  he  may  be  being  paid  too  much. 

Chairman  Rangel.  But  it  is  safe  to  say  that  if  you  don't  end  up 
with  a  profit  that  is  not  returned  to  stockholders,  it  would  be  easy 
for  you  to  obtain  a  tax-exempt  status.  Isn't  that  right? 

Mr.  Foley.  If  an  organization  merely  sets  salaries  to  zero  out 
earnings 

Chairman  Rangel.  No,  no,  no,  they  wouldn't  do  anything  like 
that.  I  am  saying  that  it  just  turned  out  that  way;  that  after  sala- 
ries there  was  just  no  money.  That  is  all.  And  based  on  the  pro- 
jected expenses,  and  of  course  research — ^you  have  got  to  have  re- 
search, and  of  course  classes  for  excessive  smoking  and  things  like 
that,  and  stress,  which  is  very  important,  reduction  of  stress. 

Now,  I  am  just  saying  that  I  just  don't  see,  unless  you  like  in- 
vesting in  hospitals,  waiting  to  see  whether  you  are  going  to  get 
a  return  as  to  why  just  the  providing  of  health  care  in  and  of  itself 
as  long  as  there  is  no  profit  after,  you  know,  expenses  and  salaries, 
why  you  couldn't  qualify  for  nonprofit? 

I  don't  mean  to  be  facetious.  I  just  don't  want  to  spend  a  whole 
lot  of  time  trying  to  figure  out  whether  some  of  the  people  who  are 
testifying  here  today  that  Mr.  Stark  has  been  very  critical  of  won- 
dering why  they  deserved  a  tax  exemption,  but  judging  from  the 
rule  changes  that  we  had  initially  from  having  to  show  charitable 
care  to  the  present  standards  as  to  what  you  have  to  do  to  the  new 
standard  that  responds  to  the  community  needs,  as  seen  by  the 
community  and  reviewed,  I  assume,  by  the  IRS,  and  not  be  moti- 
vated to  provide  that  service  in  hopes  that  they  would  be  a  profit 
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to  return  to  stockholders.  So,  I  just  don't  see  any  reason  for  profits, 
really. 

What  about  the  public  hospital  system?  Clearly  that  is  a  not-for- 
profit. 

Mr.  Foley.  Yes,  I  would  assume  that  there  wouldn't  be  any 
major  change  in  the  status  of  public  hospitals.  They  would  continue 
to  be  tax  exempt. 

Chairman  Rangel.  It  would  just  seem  to  me  that  it  doesn't 
sound  too  equitable  that  the  public  hospitals  are  located  in  the 
poorer  communities,  the  affluent  hospitals  are  located  where  they 
have  less  of  a  burden  to  carry,  and  they  both  are  being  treated  the 
same. 

Mr.  Foley.  Each  hospital  is  in  a  different  community  and  each 
hospital  would  be  serving  the  needs  of  its  community.  But  I  can  see 
your  problem;  I  do  understand  the  problem. 

Chairman  Rangel.  So  if  you  just  happen  to  have  been  in  an  af- 
fluent neighborhood  that  changes  and  became  a  poor  community 
and  had  a  lot  of  undocumented  people  there,  and  a  lot  of  addicts, 
you  won't  be  able  to  pay  nearly  the  salaries  as  a  nonprofit  would 
that  didn't  have  that  heavy  community-need  burden.  I  am  just 
thinking  maybe  we  can  kind  of  spread  that  burden  and  even 
though  that  community — I  just  don't  like  the  idea,  if  what  America 
is  is  pockets  of  affluence  and  pockets  of  poverty  and  gradations  in 
between,  it  seems  that  those  hospitals  that  happen  to  be  located  in 
these  types  of  areas — and  we  have  a  whole  lot  of  these  types  of 
areas — are  really  not  being  treated  equally  for  tax  purposes. 

Mr.  Foley.  So,  you  think  that  the  other  hospitals  should  have 
some  responsibility  to  pick  up  the  slack? 

Chairman  Rangel.  Yes,  I  really  do.  I  really  do.  I  think  that  you 
place  a  burden  on  dedicated  providers — common  sense  would  say 
avoid  that  community  if  you  are  building  a  hospital.  It  just  doesn't 
make  any  sense.  There  is  no  sweetness.  There  are  no  incentives. 
And  I  can  teach  you  how  you  can  do  a  heck  of  a  lot  better  without 
any  problems  and  make  a  lot  more  money,  not  that  doctors  are  mo- 
tivated by  that. 

But  it  seems  to  me  that  a  nonprofit  located  in  an  affluent  com- 
munity is  the  way  to  go,  because  people  are  motivated  by  what  we 
do.  But  I  hope  I  am  wrong,  and  better  minds  than  mine  will  prob- 
ably be  working  on  this. 

But  it  seems  like  there  is  going  to  be  enough  social  problems  for 
everyone  to  pick  up  a  piece  of  that  action  without  just  relying  on 
the  specific  needs  or  lack  of  needs  of  the  community  in  which  that 
hospital  is  located.  And  they  certainly  were  able  to  find  ways  to  do 
it  when  they  were  dumping  patients,  the  for-profits,  and  running 
them  miles  away  from  the  hospital. 

It  would  seem  to  me  that  just  like  when  we  have  a  national  dis- 
aster, a  flood  or  something,  we  all  pitch  in  and  try  to  reduce  the 
pressures  on  any  one  nonprofit.  And  it  just  seems  to  me  that  some- 
how, without  micromanaging  salaries,  that  we  should  find  a  way 
to  see  whether  or  not  the  whole  idea  is  to  return  the  profits  to  the 
providers.  Because  if  there  is  money  left  over,  and  it  is  not  for- 
profit,  the  only  ones  that  are  going  to  get  it  are  those  in  the  camp. 
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I  don't  see  why  they  would  not  give  themselves  bonuses  every 
year  for  what  was  left  over.  And  I  don't  think  that  is  immoral.  I 
think  it  is  just  a — ^lends  itself  to  some  abuse. 

Listen,  we  are  going  to  be  working  together,  Mr.  Foley,  and  we 
know  that  the  White  House  doesn't  have  all  of  the  answers  and 
neither  does  the  Congress.  But  we  are  here  just  to  see  what  pos- 
sible problems  we  could  have.  I  think  the  staff  had  some  questions 
here. 

Mr.  Foley.  Mr.  Chairman,  I  would  like  to  point  out  that  we  are 
going  beyond  what  is  in  current  law.  And  under  current  law,  as  I 
mentioned,  there  is  no  quantitative  standard  which  says  you  have 
to  provide  a  certain  amount  of  charity  care.  And  we  are  putting  an 
additional  requirement  on  current  law. 

Chairman  Rangel.  And  I  just  wanted  to  point  out  that  that  has 
been  under  severe  attack  by  some  Members  in  Congress.  And  we 
just  thought  reform  was  reform  and  that  would  be  covered,  as  well. 
So  I  assume  there  will  be  a  lot  of  things  coming  up  and  I  think 
I  have  asked — they  say  that  some  people  are  going  to  say  that  if 
you  are  providing  health  care,  that  that  in  and  of  itself  is  a  chari- 
table purpose,  but  you  have  to  have — ^you  want  some  additional 
community  needs  things. 

Mr.  Foley.  Right. 

Chairman  Rangel.  Well,  listen,  we  will  be  ongoing.  We  probably 
will  have  some  questions,  not  that  we  always  want  answers,  be- 
cause we  are  really  going  into  a  new  era,  but  you  may  want  to  give 
your  suggestions  as  to  how  it  could  be  treated  as  all  of  us  attempt 
to  make  some  law  that  makes  some  sense. 

Mr.  Foley.  We  would  be  more  than  happy  to  work  with  you  on 
any  issues  that  you  may  want  to  raise. 

Chairman  Rangel.  Speaking  of  any  other  issues,  would  you  be 
in  favor  of  the  enterprise  zone  bill? 

Mr.  Foley.  We  can  talk  about  that,  too. 

Chairman  Rangel.  Thank  you  for  your  contribution. 

We  will  hear  from  the  next  panel.  And  I  hope  that  those  who  are 
testifying  would  keep  in  mind  as  to  what  the  Deputy  Tax  Legisla- 
tive Counsel  has  said  as  relates  to  the  administration's  position. 

Panel  one  will  be  the  Texas  Attorney  General's  Office,  Ann 
Kitchen,  assistant  attorney  general,  charitable  trust  section;  the 
American  Bar  Association,  Section  of  Taxation,  M.  Carr  Ferguson, 
the  chair;  Citizens  for  Tax  Justice,  Robert  S.  Mclntyre,  director; 
and  my  old  and  dear  friend,  Joseph  Sullivan,  without  whom  I 
would  be  excommunicated.  Catholic  Health  Association  of  the 
United  States  and  the  bishop  of  all  of  New  York  City. 

We  will  start  with  Ms.  Kitchen.  All  of  you,  your  statements  will 
be  entered  into  the  record  without  objection.  And  you  can  proceed 
in  any  manner  that  you  feel  comfortable. 

We  will  start  with  Ms.  Kitchen. 
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STATEMENT  OF  ANN  KITCHEN,  ASSISTANT  ATTORNEY  GEN- 
ERAL, CHARITABLE  TRUST  SECTION,  TEXAS  ATTORNEY 
GENERAL'S  OFFICE 

Ms.  Kitchen.  Thank  you.  On  behalf  of  the  Texas  attorney  gen- 
eral, Dan  Morales,  I  appreciate  the  opportunity  to  appear  before 
you.  The  attorney  general  supports  your  efforts  to  examine  tax- 
exempt  status  under  health  care  reform. 

President  Clinton's  Health  Security  Act  is  based  on  the  premise 
that  all  Americans  should  have  access  to  health  care  and  promises 
to  remove  the  financial  barriers  that  prevent  such  access. 

As  the  costs  of  serving  the  uninsured  is  eliminated  for  hospitals, 
a  fundamental  question  arises:  What  separates  nonprofits  who  re- 
ceive tax  exemption  from  for-profits  that  don't?  The  Attorney  Gen- 
eral's Office  has  initiated  model  legislation  on  this  issue. 

Under  the  leadership  of  state  legislators,  Senator  Rodney  Ellis 
and  Representative  Glenn  Maxey,  we  recently  passed  legislation 
that  requires  tax-exempt  hospitals  to  plan  for,  report,  and  provide 
community  benefits  including  specified  elements  of  charitv  care.  In 
Texas,  we  believe  that  hospitals  should  be  held  accountable  to  their 
communities  for  their  tax-exempt  benefits. 

As  charitable,  tax-exempt  institutions,  they  are  stewards  for  mil- 
lions of  public  dollars.  They  enjoy  the  benefits  of  charitable  status, 
they  pay  no  State  taxes  and  receive  tax  deductible  charitable  con- 
tributions and  tax-exempt  bonds. 

In  essence,  they  have  entered  into  a  public-private  partnership 
with  the  taxpaying  public  to  return  something  of  value  to  the  com- 
munity in  exchange  for  tax  exemption.  So  the  question  is:  What  is 
that  thing  of  value? 

Some  have  argued  that  medical  care,  per  se,  is  charitable.  They 
argue  that  tax-exempt  hospitals  serve  their  communities  simply  by 
existing  and  putting  excess  revenues  or  profits  back  into  the  hos- 
pital instead  of  paying  dividends. 

Some  argue  that  tnis  approach  has  even  more  validity  as  the 
need  for  free  services,  that  is,  charity  care,  diminishes.  But  the  fact 
remains  that  there  are  institutional  barriers  to  access  above  and 
beyond  costs,  barriers  that  prevent  low  income  minorities  and  other 
underserved  populations  from  receiving  needed  medical  care. 

So  it  is  not  enough  for  tax-exempt  hospitals  to  simply  exist.  The 
value  they  return  to  the  community  in  exchange  for  tax  exemption 
must  be  tied  to  the  services  they  provide.  It  is  the  provision  of  com- 
munity benefits,  including  charity  care,  that  largely  differentiates 
the  services  of  tax-exempt  hospitals  from  those  of  taxpaying  hos- 
pitals. 

In  an  era  of  health  care  reform,  tax-exempt  hospitals  should 
refocus  on  their  communities  in  a  proactive  way.  The  concept  of 
community  benefits  planning  provides  the  mechanisms  for  hos- 
pitals to  do  just  that. 

The  Attorney  General's  Office  supports  the  community  planning 
provisions  in  section  7601  as  a  significant  step  toward  requiring  ac- 
countability for  tax-exempt  hospitals. 

Now,  in  addition  to  the  charity  care  requirements  or  charity  care 
formulas,  the  Texas  statute  requires  community  benefits  planning 
as  the  mechanism  for  hospitals  to  serve  their  communities.  The 
statute  preserves  a  hospital's  discretion  while  ensuring  enforce- 
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ability  and  while  mandating  the  basic  elements  of  community  bene- 
fits planning.  In  other  words,  the  Texas  statute  actually  includes 
as  requirements  certain  basic  elements  that  must  be  part  of  com- 
munity benefits  planning. 

Now,  the  provisions  in  section  7601  are  a  step  in  the  right  direc- 
tion. However,  they  are  not  specific  enough  to  provide  guidance  to 
hospitals  in  developing  plans  or  to  assure  Federal  policymakers 
that  hospitals  are  actually  engaged  in  the  steps  necessary  to  de- 
velop a  meaningful  plan. 

The  Texas  statute  was  written  in  conjunction  with  hospital  in- 
dustry representatives  and  strikes  a  balance  between  restrictive 
statutory  restrictions  and  vague  guidelines.  Based  on  the  provi- 
sions in  that  statute,  our  office  would  recommend  adding  the  fol- 
lowing provisions  to  section  7601:  First,  a  requirement  that  hos- 
pitals actually  do  provide  community  benefits;  second,  a  definition 
of  community  benefits  that  specifies  and  defines  each  category  of 
such  benefits  and  is  limited  to  services  that  are  actually  benefits 
to  the  community  rather  than  just  marketing  tools  for  the  hospital; 
third,  a  definition  of  community  so  that  the  assessment  of  the 
health  care  needs  of  the  community  encompasses  at  least  the  entire 
county  in  which  the  hospital  is  located;  next,  a  requirement  that 
the  community  benefits  plan  include  at  least  certain  elements  of 
size,  measurable  objectives,  evaluation  mechanisms,  and  very  im- 
portantly budgeting;  next,  a  requirement  that  the  report  of  the 
plan  be  public  information  and  be  reported  to  certain  public  bodies; 
and  finally,  that  the  report  actually  include  certain  minimum  ele- 
ments. 

Last,  in  recognition  of  the  fact  that  there  are  institutional  bar- 
riers to  access  beyond  cost,  the  following  requirements  should  also 
be  added:  That  community  benefits  planning  actually  include  plan- 
ning for  the  health  care  needs  of  underserved  populations,  and  fi- 
nally, a  requirement  that  hospitals  actually  do  provide  services  to 
these  populations. 

With  the  suggested  additions,  the  Texas  attorney  general  sup- 
ports the  provision  in  section  7601. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  follows:] 
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Testimony  on  Tax  Provisions  in  the  Administration's 
Health  Security  Act 

Ann  Kitchen,  Assistant  Attorney  General 
Office  of  the  Attorney  General,  Texas 

Mr.  Chairman  and  Members  of  the  Committee: 

On  behalf  of  the  Texas  Attorney  General,  Dan  Morales,  I  greatly 
appreciate  the  opporturuty  to  appear  before  you  this  morning.  The  Attorney 
General  supports  your  efforts  to  examine  the  tax-exempt  status  of  non-profit 
hospitals  under  health  care  reform. 

President  Clinton's  Health  Security  Act  is  based  on  the  premise  that  all 
Americans  should  have  access  to  health  care  and  promises  to  remove  the 
financial  barriers  that  prevent  such  access.  As  the  unreimbursed  costs  of 
serving  the  poor  and  uninsured  is  eliminated  for  hospitals,  a  fundamental 
question  remains:  What  separates  non-profits  who  receive  tax  exemption 
from  for-profits  that  don't? 

As  you  know,  Mr.  Chairman,  the  Texas  Attorney  General's  Office  has 
taken  a  leadership  role  on  this  issue.  The  Attorney  General  is  charged  under 
Texas  law  with  the  duty  to  ensure  that  all  charities,  including  hospitals,  use 
their  resources  in  a  manner  that  is  consistent  with  both  their  tax-exempt 
status  and  their  intended  charitable  purposes. 

In  Texas,  we  believe  that  hospitals  should  be  held  accountable  to  their 
communities  for  their  tax-exempt  benefits.  As  charitable,  tax-exempt 
institutions,  they  are  stewards  of  millions  of  public  dollars.  They  represent 
themselves  as  charities  and  enjoy  the  benefits  of  charitable  status  -  paying  no 
income,  franchise,  or  property  taxes  and  receiving  tax  deductible  charitable 
contributions    and    tax-exempt    bonds.  They    have    entered    into    a 

public/private  partnership  with  the  taxpaying  public  -  to  return  something  of 
value  to  the  community  in  exchange  for  tax  exemption. 

What  is  that  thing  of  value?  The  Texas  Attorney  General  has 
maintained  that  service  to  the  poor  and  uninsured,  that  is  charity  care,  is  a 
necessary  part  of  the  value  or  benefits  provided  to  the  community.  We 
recently  passed  model  legislation  that  requires  tax-exempt  hospitals  to  plan 
for,  report,  and  provide  and/or  fund  specified  levels  of  charity  care,  to  their 
communities. 

Some  have  argued  that  medical  care  per  se  is  charitable  and  that  the 
only  valid  distinction  between  tax-exempt  and  tax-paying  hospitals  is  the  use 
of  profits.  They  argue  that  tax-exempt  hospitals  serve  their  communities 
simply  by  existing  and  putting  excess  revenues,  or  profits,  back  into  the 
hospital  instead  of  paying  dividends.  Some  argue  that  this  approach  has  even 
more  validity  as  the  need  for  free  services  to  the  uninsured,  that  is  charity 
care,  diminishes. 

But  the  fact  remains,  that  there  are  institutional  barriers  to  access  above 
and  beyond  finances.  Barriers  that  prevent  minorities  and  the  poor  from 
receiving  needed  medical  care.  And  barriers  that  impact  whether  needed' 
services  even  exist  in  the  community.  One  example  is  the  unwillingness  of 
some  hospitals  to  serve  low-income  peopl.e  in  their  facilities  because  they  are 
perceived  as  undesirable  to  paying  patients,  an  attitude  that  1  have  heard 
expressed  on  more  than  one  occasion. 

It  is  not  enough  for  tax-exempt  hospitals  to  simply  exist.  The  value 
they  return  to  the  community  in  exchange  for  tax  exemption  must  be  tied  to 
the  services  they  provide.  As  tax-exempt,  charitable  institutions  non-profit 
hospitals  have  a  responsibility  and  an  important  role  to  play  in  serving  the 
needs  of  their  communities.  In  an  era  of  health  care  reform,  the  role  of  tax- 
exempt  hospitals  should  be  refocused  on  their  communities  in  a  proactive 
way. 
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The  concept  of  community  benefits  planning  provides  a  mechanism 
for  hospitals  to  evaluate  and  respond  to  the  needs  of  their  community,  be 
they  charity  care  needs  or  needs  such  as  education  or  research.  Refocusing  on 
community  need  and  reporting  to  the  public  are  basic  requirements  for 
nonprofit  hospitals  to  serve  the  public. 

In  addition  to  its  charity  care  requirements,  the  Texas  statute  recognizes 
the  importance  of  the  other  community  benefits  provided  by  tax-exempt 
hospitals.  The  statute  establishes  a  mechanism  for  hospitals  to  serve  their 
communities,  by  defining  community  benefits  and  by  requiring  planning  and 
reporting  such  benefits  to  the  public. 

In  Texas,  we  have  always  applauded  the  many  hospitals  that  are  doing 
their  best  to  respond  to  the  needs  of  their  communities.  We  have  also  found, 
however,  a  failure  on  the  part  of  some  wealthy  hospitals  to  serve  the  less 
affluent  members  of  their  communities.  Such  hospitals  have  engaged  in 
sophisticated  planning  processes  that  respond  to  narrow  marketing  and 
competitive  concerns  and  that  exclude  the  needs  of  the  poorer  segments  of 
their  communities. 

This  attitude  is  supported  by  current  IRS  regulations  that  impose  no 
real  duty  on  tax-exempt  hospitals  to  serve  their  communities.  Rev.  Rul.  69- 
545,  1969-2  C.B.  U7.  Revenue  Ruling  69-545  accepts  the  argument  that 
medical  care  per  se  is  charitable  and  permits  hospitals  to  exclude  portions  of 
their  communities  without  any  enforceable  provisions  requiring  service  to 
the  entire  community,  including  the  poor  and  minority  populations. 

The  Attorney  General  supports  the  provisions  in  §  7601  of  the  Health 
Security  Act  as  a  significant  step  towards  requiring  accountability  from  tax- 
exempt  hospitals.  These  provisions  help  ensure  that  the  public/private 
partnership  between  the  taxpayers  and  these  hospitals  results  in  something  of 
value  being  returned  to  the  community  in  exchange  for  tax-exemption. 

Some  additional  provisions  are  important  and  should  also  be  added  to 
§  7601  in  order  to  provide  meaningful  guidance  to  hospitals  and  to  ensure 
enforceability. 


The  Texas  Experience 
1.       Accountability  to  the  Community 

The  issue  that  generated  the  Texas  statute  simply  stated  is:  What  are 
non-profit  hospitals  required  to  do  in  exchange  for  tax-exempt  status? 

It  is  an  issue  that  has  been  of  interest  to  state  policymakers  at  least  since 
1985  when  the  Utah  Supreme  Court  decided  Intermountain  Health  Care. 
That  Supreme  Court  was  the  first  (in  recent  times)  to  examine  a  modern 
hospital  -  and  question  what  that  hospital  was  doing  in  exchange  for  tax- 
exemption.  The  Utah  court  found  the  hospital  lacking.  Since  then,  many 
other  states  have  challenged  the  tax-exempt  status  of  hospitals. 

One  underlying  and  prevalent  policy  theme  raised  by  states  has  been 
revenue  driven  -  the  recognition  that  taxing  districts  forgo  millions  of  dollars 
in  the  form  of  tax-exempt  benefits  every  year  to  non-profit  hospitals.  Tax 
exemption  is  viewed  like  a  direct  appropriation  of  government  dollars  and 
the  non-profit  is  held  accountable  and  must  answer  to  the  state  for  the  use  of 
those  dollars. 


Another  underlying  policy  theme  is  not  so  much  revenue  driven  -  but 
rather  service  driven.  This  policy  theme  considers  the  non-profit  director's 
role  (and  fiduciary  duty)  in  providing  health  care  to  its  community.  The 
policy  is  still  one  of  accountability,  but  it  is  an  accountability  for  serving  the 
community's  needs.  And  community  needs  are  thought  to  include  the 
neediest  aspects  of  the  community  -  that  is  the  uninsured  or  "charity" 
patients. 

In  practice  these  two  policy  themes  have  merged  and  acted  as  the 
driving  forces  behind  state  efforts  to  clarify  the  duties  of  tax-exempt,  non- 
profit hospitals. 

The  Texas  Attorney  General's  approach  has  been  to  focus  on 
accountability  primarily  from  a  service,  or  health  policy  standpoint.  Our 
actions  have  not  been  revenue  driven,  although  accountability  for  state  tax- 
exempt  benefits  was  certainly  a  factor  for  the  legislature  in  passing  SB  427. 

The  actions  of  the  Attorney  General's  Office  have  been  based  on  the 
policy  that  community  need  is  what  should  mostly  drive  a  non-profit's 
health  care  service  decisions.  Not  competition,  not  profit,  not  marketing. 
Why?  Because  accountability  for  serving  the  community  is  implicit  in  the 
hospital's  charitable  mission  and  in  the  directors'  fiduciary  duty  to  carry  out 
that  mission. 


Accountability  may  sound  like  "government  interference"  to 
But  it  is  really  an  opportunity  and  a  challenge. 


some. 


It  is  time  for  nonprofit  hospitals  to  answer  the  challenge  presented  by 
the  health  care  crisis,  to  think  about  health  care  reform  as  opportunity  -  The 
opportunity  to  refocus  on  the  community  by  which  they  were  created.  It  is 
service  providers  like  hospitals  that  are  confronted  every  day  with  the  very 
real,  tough  health  care  problems  facing  their  communities.  Hospitals  are 
uniquely  situated  to  both  understand  health  care  problems  and  do  something 
about  them. 

The  Texas  statute  sets  up  the  framework  for  nonprofit  hospitals  to  use 
in  finding  creative  answers  to  these  community  needs.  The  statute  reflects 
this  policy  that  hospitals  should  respond  to  community  needs,  including  the 
needs  of  the  poor  and  minority  populations,  by  requiring  community  benefits 
planning  as  well  as  by  setting  forth  minimum  amounts  of  charity  care. 
Community  benefits  planning  provides  a  method  for  hospitals  to  assess 
community  health  care  needs  and  then  direct  hospital  resources  where  they 
can  be  most  effective. 

2.        Community  Benefits  Planning 

Community  benefits  planning  simply  means  that  hospitals  must  plan 
and  provide  for  hospital  services  in  response  to  community  needs. 

In  practice,  planning  is  a  normal  function  hospitals  undertake  to  make 
sure  they  are  operating  properly  now  and  into  the  future.  Community 
benefits  planning  simply  makes  the  community's  needs  an  essential  part  of 
that  process  so  that  the  hospital  is  providing  service  in  response' to 
community  health  needs  -  not  just  in  response  to  competitive  or  marketing 
concerns. 

Community  benefits  planning  holds  out  the  promise  of  working  in 
partnership  with  the  community  and  more  effectively  improving  access  to 
health  care  and  potentially  the  health  of  the  community.  Neither  the 
government  nor  non-profit  hospitals  can  handle  all  health  care  needs  alone. 
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It  is  the  kind  of  public/private  partnership  that  community  benefits  planning 
engenders  that  holds  out  the  greatest  hope  of  success  in  improving 
community  health.  The  concept  of  tax-exemption  is  based  on  the  premise 
that  such  a  public/private  partnership  exists  between  the  government  and  the 
tax-exempt  entity. 

The  idea  that  the  directors  of  tax-exempt,  non-profit  hospitals  should 
engage  in  systematic  planning  for  community  needs  is  an  important  concept 
that  many  hospitals  have  embraced  for  a  number  of  years.  Several  industry 
standard  guides  have  been  developed  to  assist  hospitals  in  setting  up  a 
community  benefits  planning  process. 

Perhaps  the  best  known  guide  is  the  Social  Accountability  Budget  for 
Not  for  Profit  Healthcare  Organizations,  developed  by  the  Catholic  Healthcare 
Association.  This  handbook  provides  a  specific,  step  by  step  guide  for  hospital 
directors  to  use  in  evaluating  and  planning  for  community  services. 

A  concrete  example  of  the  kind  of  community  benefits  planning 
envisioned  comes  from  the  six  steps  included  in  the  Social  Accountability 
Budget: 

1.  Conduct  an  inventory  of  services  and  activities. 

2.  Review  policies  and  procedures. 

3.  Take  a  leadership  role  in  needs  assessment. 

4.  Plan  and  budget  for  services. 

5.  Measure  and  monitor  services. 

6.  Report  Community  Benefits. 

Planning  tools  like  the  Social  Accountability  Budget  emphasize 
accountability.   They  show  hospital  directors  how  to: 

•  Act  as  leaders  in  identifying  community  needs  and  advocating  effective 
community  responses. 

•  Explicitly  recognize  community  benefits,  including  charity  care,  in  the 
planning  and  budgeting  process. 

•  Maximize  resources  by  focusing  efforts  on  the  greatest  need. 

•  And  most  important,  demonstrate  to  the  public  that  the  hospital's 
charitable  purposes  are  being  served.  This  demonstrates  accountability  to  the 
public  and  the  enforcement  bodies. 


3.        Statutory  Provisions  -  SB  427 

The  Texas  statute,  SB  427,  is  model  legislation  that  for  the  first  time 
nationwide  holds  tax-exempt,  non-profit  hospitals  accountable  to  the  public 
for  providing  community  benefits  that  include  charity  care.  The  bill  covers 
four  major  areas:  Charity  Care,  Community  Benefits  Planning,  Uniform 
Reporting,  and  Tax  Exemption. 

The  statute's  purpose  is  "to  clarify  and  set  forth  the  duties  and 
responsibilities  of  nonprofit  hospitals  for  providing  community  benefits  that 
include  charity  care."  §  311.041.  The  statute  codifies  the  policy  that  non-profit 
hospitals  must  provide  community  benefits  that  include  charity  care  and 
states  that  hospitals  must  provide  these  services  in  order  to  maintain  their 
tax-exemption. 
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Community  benefits  are  broadly  defined  in  the  statute  in  recognition  of 
the  fact  that  hospitals  provide  other  services,  in  addition  to  charity  care,  that 
benefit  the  community.  Community  benefits  are  used  in  the  statute  in  three 
ways:  (1)  Requiring  community  benefits  planning  which  includes  charity 
care  and  other  community  benefits;  (2)  Reporting  both  the  community 
benefits  plan  and  the  amount  of  community  benefits  provided  to  the  Health 
Department;  and  (3)  Counting  community  benefits  towards  satisfying  one  of 
the  charity  care  formulas. 

"Community  benefits"  is  an  umbrella  term  -  of  which  charity  care  is 
one  subset.  Community  benefits  are  specifically  defined  in  the  statute  as  the 
unreimbursed  costs  of:  (1)  Charity  care,  (2)  Medicaid,  (3)  Donations,  4) 
Education,  (5)  Medicare,  (6)  Research,  and  (7)  Subsidized  health  services  like 
neonatal  intensive  care  and  trauma  care. 

The  Texas  statute  preserves  a  hospital's  discretion  by  mandating  only 
the  most  basic  elements  of  community  benefits  planning.  At  the  same  time, 
the  bill  is  specific  enough  to  offer  guidance  to  hospitals  and  to  ensure 
meaningful  enforcement. 

The  statute  requires  hospitals  to  develop  two  documents  -  an 
organizational  Mission  Statement  and  an  operational  community  benefits 
plan. 

The  operational  community  benefits  plan  must  be  based  on  a 
community-wide  needs  assessment  that  covers  an  area  at  least  as  large  as  the 
county  in  which  the  hospital  is  located.  The  hospital  is  not  required  to  serve 
all  the  needs  of  the  county,  but  must  at  least  be  aware  of  and  consider  those 
needs  when  deciding  what  services  to  provide  the  community.  The 
requirement  encourages  more  affluent  suburban  hospitals  in  particular  to 
look  beyond  the  narrow  confines  of  their  immediate  neighborhood  to  the 
needs  of  other  parts  of  their  communities. 

The  operational  plan  must  also  include  the  basic  elements  of 
measurable  objectives,  evaluation  mechanisms  that  include  community 
input,  and  budgeting.  Requiring  these  elements  ensures  state  policymakers 
that  the  hospital  is  actually  engaged  in  the  necessary  steps  to  develop  a 
meaningful  community  benefits  plan. 

The  Texas  statute  requires  reporting  of  the  community  benefits  plan 
with  the  Health  Department  and  specifies  information  that  must  be  included. 
The  statute's  reporting  ensures  accountability  and  promotes  communication 
between  the  hospital  and  the  community  it  serves. 

The  statute  does  not  require  that  the  plan  be  reported  in  any  particular 
format  or  under  any  particular  form  -  as  long  as  the  required  information  is 
included.  The  report  of  the  community  benefits  plan  must  include  the 
hospital's  mission  statement,  a  disclosure  of  health  care  needs  considered 
pursuant  to  the  community-wide  needs  assessment,  and  the  amount  and 
types  of  community  benefits  provided  with  charity  care  reported  as  a  separate 
item. 

Hospitals  must  post  notices  in  prominent  places  throughout  the 
hospital  stating  that  the  report  of  the  community  benefits  plan  is  public 
information  and  is  available  from  the  Health  Department  upon  request. 

The  statute  also  amends  present  reporting  requirements  so  that  all 
hospitals  will  now  report  the  community  benefits  that  they  provide  in 
accordance  with  the  uniform  definitions  for  such  services  in  the  statute. 
Under  present  law,  all  hospitals  (public,  private,  and  non-profit)  must  report 
financial  and  utilization  data  annually  to  the  Health  Department.    In  the  past. 
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the  data  reported  did  not  include  all  the  types  of  community  benefits  outlined 
in  the  new  statute,  and  was  not  reported  pursuant  to  uniform  definitions. 
The  statute  also  removes  the  confidentiality  provision  for  this  hospital  data 
and  makes  all  such  financial  data  public. 

These  clarified  reporting  requirements  provide  hospitals,  the  state,  and 
the  public  with  information  about  the  kinds  and  extent  of  community 
benefits  provided  by  all  hospitals,  but  especially  non-profit,  tax-exempt 
hospitals.  Without  such  reporting,  it  has  been  difficult  for  tax-exempt 
hospitals  to  establish  that  it  is  the  provision  of  substantial  community 
benefits  that  largely  differentiates  the  services  of  tax-exempt  hospitals  from 
those  of  tax-paying  hospitals. 


Suggested  Changes  to  Section  7601 

The  provisions  in  section  7601  of  the  Health  Security  Act  are  a  step  in 
the  right  direction.  However,  they  are  not  specific  enough  to  provide 
guidance  to  hospitals  in  developing  community  benefits  plans  or  to  ensure 
federal  policymakers  that  hospitals  are  actually  engaged  in  the  necessary 
steps  to  develop  a  meaningful  commuiuty  benefits  plan. 

It  is  important  to  strike  a  balance  between  restrictive  statutory 
provisions  and  vague  guidelines.  Provisions  that  are  too  specific  and 
restrictive  can  unnecessarily  inhibit  a  hospital's  discretion  and  ability  to 
develop  a  creative  community  benefits  plan.  On  the  other  hand  vague 
requirements   offer  no  guidance  and  no  real  means  for  ei\forcement. 

The  Texas  statute  was  written  in  conjunction  with  hospital  industry 
representatives  and  does  strike  such  a  balance.  Based  on  the  provisions  in 
that  statute,  our  Office  would  recommend  including  the  following  provisions 
in  §7601: 

•  a  requirement  that  hospitals  actually  provide  community  benefits; 

•  a  definition  of  community  benefits  that  specifies  and  defines  each  category 
of  such  benefits  and  is  limited  to  services  that  are  actually  benefits  to  the 
community,  rather  than  marketing  tools  for  hospital; 

•  a  definition  of  community,  so  that  the  assessment  of  the  healthcare  needs 
of  the  community  encompasses  at  least  the  entire  county  in  which  the 
hospital  is  located; 

•  a  requirement  that  the  community  benefits  plan  include  at  least  the 
following  elements:  measurable  objectives,  evaluation  mechanisms  that 
include  community  input,  and  budgeting; 

•  a  requirement  that  a  report  of  the  community  benefits  plan  be  prepared, 
that  the  report  is  public  information,  and  that  it  is  filed  vdth  a  government 
agency  -  the  Internal  Revenue  Service  and  possibly  state  agencies; 

•  a  requirement  that  the  report  of  the  commuruty  benefits  plan  include  at  a 
minimum  the  following  information:  a  disclosure  of  health  care  needs 
considered  in  developing  the  plan  pursuant  to  the  con\munity-wide  needs 
assessment,  and  the  amount  and  types  of  community  benefits  provided, 
reported  as  separate  categories. 

Further,  in  recogiution  of  the  fact  that  there  are  institutional  barriers 
above  and  beyond  finances  that  prevent  minorities  and  the  poor  from 
receiving  needed  medical  care,  the  following  provisions  should  also  be 

included; 
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•  a  nondiscrimination  requirement  that  hospitals  serve  patients  without 
regard  to  their  racial,  ethnic,  or  economic  status; 

•  a  requirement  that  community  benefits  planning  include  planning  for  the 
healthcare  needs  of  low-income  and  minority  members  of  the  hospital's 
community;  and 

•  a  requirement  that  hospitals  actually  provide  services  to  low-income 
people  and  to  minority  populations. 


Concluding  Remarks 

In  sum,  then,  accountability  has  been  the  driving  policy  concern 
behind  our  Office's  support  for  legislation  that  defines  the  duties  of  non- 
profit, tax-exempt  hospitals.  Accountability  for  responding  to  community 
needs  as  well  as  accountability  for  the  use  of  tax  dollars. 

The  Texas  statute  sets  up  the  framework  for  tax-exempt  hospitals  to  use 
in  finding  creative  answers  to  community  needs.  The  bill  reflects  the  policy 
that  hospitals  should  respond  to  community  needs,  including  the  needs  of 
the  poor  and  minorities,  by  requiring  community  benefits  planning  and 
setting  forth  minimum  amounts  of  charity  care. 

Finally,  Mr.  Chairman,  I  commend  you  for  reviewing  the 
requirements  for  tax-exemption  of  hospitals  under  the  Health  Security  Act 
and  hope  that  this  Committee  will  consider  the  responsibilities  of  these 
hospitals  and  the  impact  of  current  federal  regulations  on  access  to  health  care 
for  all  citizens. 

The  Attorney  General  supports  the  provisions  in  §  7601  of  the  Health 
Security  Act  as  a  significant  step  towards  requiring  accountability  from  tax- 
exempt  hospitals.  'With  some  amendment,  these  provisions  would  ensure 
that  the  public/private  partnership  between  taxpayers  and  hospitals  results  in 
something  of  value  for  the  community  in  exchange  for  tax-exemption. 
Healthcare  services  directed  at  community  needs,  including  the  needs  of  the 
poor  and  minority  populations,  would  represent  something  of  substantial 
value  to  the  community. 

1  will  be  happy  to  answer  any  questions. 
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Chairman  Rangel.  Thank  you. 
Mr.  Ferguson. 

STATEMENT  OF  M.  CARR  FERGUSON,  JR.,  CHAIR,  SECTION  OF 
TAXATION,  AMERICAN  BAR  ASSOCIATION 

Mr.  Ferguson.  Mr.  Chairman,  I  am  Carr  Ferguson,  chair  of  the 
Section  of  Taxation  of  the  American  Bar  Association,  and  these 
views  are  presented  on  behalf  of  the  Tax  Section.  They  have  not 
been  approved  by  the  house  of  delegates  or  the  board  of  governors 
of  the  ABA  and  shouldn't  be  construed  as  representing  the  position 
of  the  ABA  as  a  whole  except  as  stated. 

The  ABA  strongly  supports  legislation  which  controls  health  care 
costs  and  provides  every  American,  regardless  of  income,  with  ac- 
cess to  quality  health  care.  To  assist  in  implementing  comprehen- 
sive health  care  reform,  the  ABA  has  formed  an  associationwide 
working  group  to  provide  technical  expertise  on  significant  legal  is- 
sues as  health  care  proposals  are  further  developed  and  considered. 

The  Tax  Section  participates  in  this  group  to  contribute  expertise 
in  the  areas  of  tax,  ERISA  and  financing  issues  and  offers  com- 
ments here  with  respect  to  the  tax  treatment  of  health  care  organi- 
zations under  the  Health  Security  Act.  We  have  submitted  a  writ- 
ten statement  for  the  record  and  today  I  will  just  highlight  some 
of  the  key  issues  raised  in  our  statement  and  offer  some  prelimi- 
nary thoughts  on  Mr.  Foley's  statements  on  behalf  of  the  Depart- 
ment of  the  Treasury  this  morning. 

Chairman  Rangel.  Thank  you,  counselor. 

Mr.  Ferguson.  I  will  first  address  the  provisions  of  the  act  gov- 
erning the  continued  qualifications  of  nonprofit  hospitals  for  tax  ex- 
emption under  section  501(c)(3).  The  majority  of  hospitals  in  this 
county  are  formed  as  nonprofit  charitable  organizations. 

This  includes  most  of  the  hospitals  servicing  rural  communities, 
inner  cities  and  other  lower  income  communities.  They  enjoy  strong 
community  support,  are  funded  through  local  philanthropy  and 
provide  a  broad  range  of  inpatient  and  outpatient  community 
health  services  to  persons  residing  in  their  service  areas. 

They  are  the  predominant  source  of  medical  education  and  play 
a  key  role  in  medical  research  activity.  The  act  retains  section 
501(c)(3)  exemption  under  current  law  for  nonprofit  hospitals,  but 
in  addition  the  act  would  require  as  a  condition  of  the  exemption 
that  such  organizations  engage  at  least  annually  with  the  partici- 
pation of  community  representatives  in  a  program  to  assess  the 
community  health  care  needs  and  to  develop  a  plan  to  meet  those 
needs. 

We  believe  that  the  continued  entitlement  to  exemption  under 
section  501(c)(3)  for  nonprofit  hospitals  rightly  should  be  based  on 
their  responsiveness  to  addressing  health  care  needs  of  the  commu- 
nity. However,  there  are  a  number  of  technical  issues  with  respect 
to  the  community  health  care  needs  assessment  requirement  that 
needs  to  be  addressed  in  the  legislation  or  the  related  legislative 
historv. 

Ana  also  in  our  written  statement,  we  question  whether  these  re- 
quirements should  apply  to  other  types  of  health  care  providers  or 
whether  they  need  modification  to  reflect  the  reasons  for  their  tax 
exemption. 
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The  Treasury  statement  this  morning  contains  some  new  and 
welcomed  details  on  what  is  intended  by  community  health  care 
needs  assessment.  The  task  of  fleshing  out  the  details  of  this  re- 
quirement is  one  on  which  we  will  be  happy  to  work  and  to  offer 
comments  as  we  proceed. 

The  act  addresses  the  tax  treatment  of  nonprofit  HMOs  as  well 
and  would  impose  restrictions  on  their  abilities  to  qualify  for  ex- 
emptions under  501(c)  (3)  or  (4).  The  supporters  of  nonprofit  HMOs 
argue  that  they  have  a  good  track  record  in  delivering  quality 
health  care  services  in  a  cost-effective  manner,  and  question  why 
their  role  in  health  care  reform  should  be  so  circumscribed. 

But  others  argue  that  HMOs  are  basically  in  the  insurance  busi- 
ness and  shouldn't  be  given  tax  advantages  over  their  taxable  com- 
petitors. The  act  comes  down  on  the  side  of  a  continued  tax  exemp- 
tion for  most  nonprofit  HMOs.  But  as  the  Congress  deliberates  the 
tax  provisions  of  the  act,  it  should  carefully  weigh  the  arguments 
for  and  against  continued  tax  exemption. 

If  tax  exemption  is  justified,  then  Congress  should  review  the 
standards  for  exemption  under  existing  law  as  modified  by  the  act 
to  determine  whether  they  need  to  be  more  explicit. 

Another  important  issue  for  congressional  examination  is  the  tax 
treatment  of  so-called  point-of- service  benefits.  The  act  requires  of 
nonprofit  HMOs  the  provision  of  such  benefits,  but  as  currently 
drafted  this  point-of-service  option  would  place  a  nonprofit  HMO 
exemption  in  jeopardy  if  it  is  utilized  by  participants  in  a  health 
plan  to  a  substantial  extent. 

The  Congress  should  consider  an  objective  approach  that  would 
allow  nonprofit  HMOs  to  design  and  implement  point-of-service 
benefit  programs  in  compliance  with  the  requirements  of  the  act 
without  fearing  loss  of  exemption.  And  again  we  are  encouraged  by 
Mr.  Foley's  statement  this  morning  suggesting  that  the  Treasury 
is  considering  such  approaches  as  safe  harbors  or  intermediate 
sanctions  short  of  loss  of  exemption  to  deal  with  this  and  other 
definitional  problems. 

Finally,  our  written  statement  also  supports  two  other  provisions 
of  the  act  which  clarify  existing  law  where  uncertainty  now  exists. 
First,  the  act  clarifies  the  public  charity  status  of  parent  organiza- 
tions for  tax-exempt  hospitals;  and  second,  the  act  provides  that 
taxable  HMOs  will  be  taxed  under  the  regime  of  property  and  cas- 
ualty insurance  corporations  rather  than  regular  business  corpora- 
tions. 

In  conclusion,  the  ABA  Tax  Section  believes  that  the  proposed 
tax  treatment  of  health  care  organizations  raises  important  issues 
of  tax  policy  and  health  care  which  deserve  careful  attention  by  the 
Congress,  and  the  section  urges  that  Congress  take  a  fresh  look  at 
these  issues  in  the  context  of  the  objectives  of  health  care  reform. 
We  look  forward  to  assisting  the  committee  and  its  staff  in  any  way 
we  can. 

[The  prepared  statement  follows:] 
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M.  CARK  FERGUSON,  JR. 

CHAIR,  SECTION  OF  TAXATION 

AMERICAN  BAR  ASSOCIATION 


Mr.  Chairman  and  members  of  the  Subcommittee: 


INTRODUCTION 


I  am  M.  Carr  Ferguson,  Jr.,  New  York,  New  York,  Chair  of  the 
Section  of  Taxation  of  the  American  Bar  Association.  These  views  are 
presented  on  behalf  of  the  Section  of  Taxation.  They  have  not  been 
approved  by  the  House  of  Delegates  or  the  Board  of  Governors  of  the 
American  Bar  Association  and  should  not  be  construed  as  representing 
the  position  of  the  Association  unless  clearly  stated. 

The  American  Bar  Association  ("ABA")  strongly  supports  legislation 
which  helps  to  control  health  care  costs  and  provides  every  American, 
regardless  of  income,  with  access  to  quality  health  care.  To  assist  in 
implementing  comprehensive  health  care  reform,  the  ABA  has  formed  an 
association-wide  Working  Group  on  Health  Care  Reform  to  provide 
technical  expertise  on  significant  legal  issues  as  health  care 
proposals  are  further  developed  and  considered.  The  Section  of 
Taxation  of  the  ABA  (the  "Tauc  Section")  participates  in  this  working 
group  to  contribute  its  particular  expertise  in  the  areas  of  tax,  ERISA 
and  financing  issues,  and  has  previously  submitted  to  the  Committee  on 
Ways  and  Means  a  statement  regarding  tax,  finaincing  and  employee 
benefit  issues  arising  in  the  health  care  reform  legislation.  This 
testimony  will  focus  on  the  tax  treatment  of  health  care  organizations 
under  the  Administration's  Health  Security  Act  (the  "Act"),  as 
requested  in  the  Subcommittee's  notice  of  the  hearings.  Naturally,  the 
health  care  delivery  systems  discussed  in  this  testimony  implicate 
nontax  issues,  including  important  antitrust,  insurance,  health 
regulatory,  quality  of  care,  and  consumer  issues.  Other  ABA 
components,  through  our  Working  Group  on  Health  Care  Reform,  are 
prepared  to  address  those  issues. 

OVERVIEW  OF  THE  ACT 

Under  the  Act,  hospitals  and  other  health  care  organizations  would 
continue  to  be  eligible  for  tax  exeit^tion  under  Section  501(a)  of  the 
Internal  Revenue  Code  of  1986,  as  amended  (the  "Code"),  as  charitable 
organizations  described  in  Section  501(c)  (3)  of  the  Code.  However,  the 
Act  would  impose  a  new  requirement  that  such  organizations,  with  the 
participation  of  community  representatives,  conduct  at  least  annual 
assessments  of  the  health  care  needs  of  their  communities  and  develop 
plans  to  meet  those  needs.  As  presently  drafted,  this  provision  would 
apply  to  all  Section  501(c)(3)  organizations  that  provide  health  care 
services,  and  not  just  hospitals  or  health  maintenance  organizations 
("HMOs") . 

The  Act  would  also  amend  Section  501 (m)  of  the  Code,  which  applies 
to  HMOs  which  are  exen^t  under  Section  501(c)  (3)  or  Section  501(c)  (4) . 
The  proposed  amendment  would  limit  the  types  of  HMOs  eligible  for  tax 
exemption.  It  would  also  subject  to  taxation  the  revenues  from  the 
provision  by  tax-exempt  HMOs  of  health  care  benefits  other  than 
pursuant  to  pre-existing  arrauigements  (so-called  "point  of  service" 
benefits) . 

In  addition,  the  Act  would  clarify  the  public  charity  status  of 
parent  organizations  of  health  care  providers  that  are  exempt  under 
Section  S01(c){3),  modify  and  clarify  the  treatment  of  taxable 
organizations  providing  health  insurance  and  other  prepaid  health  care 
services,  and  create  a  new  category  of  teix  exemption  for  health 
alliances  formed  pursuant  to  the  Act. 
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SPECIFIC  TAX  PROVISIONS  IN  THK  HEALTH  SECURITY  ACT 

1.  Qualification  of  Nonprofit  Hospitals  for  Tax  Exemption  Under 
Section  501(c)(3);  Community  Health  Care  Needs  Aasessment 
Requirement 

The  majority  of  hospitals  in  this  country  are  formed  as  nonprofit 
charitable  organizations,  including  most  of  the  hospitals  serving  rural 
communities,  inner  cities  and  other  lower  income  communities.  These 
nonprofit  hospitals  typically  enjoy  strong  community  support,  often  are 
funded  through  local  philanthropy,  and  provide  a  broad  range  of 
inpatient,  outpatient  and  community  health  services  to  persons  residing 
in  their  service  areas.  In  addition,  nonprofit  hospitals  are  the 
predominate  source  of  medical  education,  and  similarly  play  a  key  role 
in  medical  research  activity. 

Unlike  proprietary  or  investor- owned  hospitals,  nonprofit 
hospitals  do  not  have  shareholders  and  are  precluded  from  paying 
dividends.  As  an  economic  matter,  nonprofit  hospitals  seek  to  generate 
sufficient  revenues  to  cover  the  costs  of  operations,  maintenance  and 
expansion  of  their  facilities  and  programs;  they  do  not,  however, 
operate  for  the  purpose  of  achieving  rates  of  return  for  investors  or 
dividends  for  distribution  to  shareholders.  In  fact,  anecdotal 
evidence  suggests  that  nonprofit  hospitals  are  more  likely  to  operate 
services  and  facilities  that  a  community  may  need  but  that  may  not  be 
profitable  or  may,  in  fact,  generate  losses. 

These  nonprofit  hospitals  may  qualify  for  tax  exemption  under 
Section  501(c) (3),  and  by  virtue  of  that  status  typically  qualify  for 
exemption  from  state  and  local  income  and  gross  receipts  taixes,  and 
sales  and  property  taxes.  Section  501(c) (3)  hospitals  also  are  able  to 
use  the  proceeds  from  the  sale  of  qualified  501(c)  (3)  bonds. 

The  current  rules  governing  the  qualification  of  nonprofit 
hospitals  for  tax  exemption  as  charitable  organizations  under  Section 
501(c)(3)  of  the  Code  recognize  that  the  promotion  of  health  is  a 
charitable  purpose  deemed  beneficial  to  the  community  as  a  whole. 
Since  the  primary  access  to  health  care  for  members  of  the  community 
who  are  unable  to  pay  is  through  the  hospital  emergency  room,  these 
rules  generally  require,  inter  alia,  that  tax-exempt  hospitals  operate 
emergency  rooms  that  are  available  to  all  patients,  regardless  of  their 
ability  to  pay."  The  universal  health  care  access  provided  under  the 
Act  would  diminish,  although  not  eliminate,  the  amount  of  uncompensated 
emergency  care  provided  by  nonprofit  hospitals,  prompting  consideration 
as  to  the  continued  need  for  this  standard  for  tax  exemption  under 
Section  501(c)(3)  for  nonprofit  hospitals. 

Although  the  availability  of  emergency  care  is  an  important 
indication  of  charitability  under  Section  501(c) (3),  as  a  legal  matter 
it  simply  reflects  one  way  in  which  nonprofit  hospitals  meet  the 
"community  benefit"  standard  for  exemption  based  on  their  role  in  the 
promotion  of  health  of  the  community.  Under  current  law,  many  other 
factors  are  considered  in  determining  whether  a  nonprofit  hospital 
meets  this  community  benefit  standard,  including  whether  the  hospital 
provides  care  to  all  persons  in  the  community  who  can  pay  for  services, 
including  patients  covered  by  Medicare  and  Medicaid;  whether  the 
medical  staff  is  open;  whether  the  board  of  directors  is  composed  of 
independent  civic  leaders;  whether  transactions  with  the  medical  staff 
are  on  an  arm's  length  basis;  and  whether  the  hospital  uses  any  surplus 
of  receipts  to  improve  the  quality  of  patient  care,  expand  facilities. 


Rev.  Rul.  69-545,  1969-2  C.B.  117. 

-'  In  Rev.  Rul.  83-157,  1983-2  C.B.  94,  the  IRS  ruled  that  the 
operation  of  an  emergency  room  is  not  a  prerequisite  for  exemption 
where  there  is  a  determination  by  the  local  health  planning  agency  that 
such  operation  would  be  unnecessary  and  duplicative,  or  where  the 
hospital  is  a  specialty  hospital  which  offers  limited  care  for 
conditions  unlikely  to  necessitate  emergency  care. 
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and  advance  its  medical  training,  education  and  research  programs. 
These  kinds  of  criteria  should  remain  important  considerations  in 
health  care  reform,  and  the  role  of  nonprofit  hospitals  in  the 
promotion  of  health  in  the  community  should  continue  to  constitute  an 
important  charitaible  purpose  justifying  exen^tion  under  Section 
501(c) (3) . 

In  addition,  the  Act  further  ensures  that  nonprofit  hospitals  will 
continue  to  promote  community  health  by  requiring,  as  a  condition  of 
exemption  under  Section  501(c)(3),  that  such  organizations  engage  at 
least  annually,  with  the  participation  of  community  representatives,  in 
a  program  to  assess  the  community  health  care  needs  and  to  develop  a 
plan  to  meet  those  needs.  This  community  health  care  needs  assessment 
requirement  imposes  a  meaningful  new  requirement  on  hospitals  that  are 
exempt  under  Section  501(c) (3) .  However,  there  are  a  number  of  issues 
with  respect  to  the  community  health  care  needs  assessment  requirement 
that  need  to  be  addressed  in  the  legislation  or  the  related  legislative 
history,  including  the  following: 

•  What  is  a  "community"  and  what  type  of  community 
participation  is  required?  If  a  hospital  has  community 
representation  on  its  board  of  directors,  is  further 
community  participation  required?  Should  the  community 
representatives  be  selected  based  on  demographic,  economic 
and  similar  considerations  or  specialty  or  service -driven 
considerations? 

•  Should  there  be  a  mechanism  for  coordinating  the  community 
health  care  needs  assessment  and  planning  process  among  all 
hospitals  within  a  geographic  region  to  minimize  duplication 
of  facilities  and  promote  more  efficient  and  coordinated 
community  health  care  delivery  systems?  Will  hospitals  be 
permitted  to  discuss  reciprocal  or  shared  means  of  meeting 
the  identified  needs?  This  could  have  other  legal 
implications,  such  as  under  the  antitrust  laws. 

•  Will  hospitals  be  required  to  take  steps  to  implement  the 
plan  required  by  the  community  health  care  needs  assessment? 
Should  each  year's  health  care  needs  assessment  and  plan 
include  a  description  of  actions  taken  by  the  hospital  to 
implement  needs  identified  in  prior  years?  Will  there  be  an 
enforcement  mechanism  for  failure  to  teike  reasonable,  good 
faith  steps  to  implement  the  plan?  How  will  resource  limits 
affect  this  assessment? 

•  Should  the  community  health  care  needs  assessment  and  plan  be 
made  available  to  the  public,  either  in  proposed  form  for 
comment  or  for  public  inspection  after  it  is  completed? 
Should  it  be  submitted  to  the  IRS  as  an  attachment  to  the  IRS 
Form  990? 

•  How  will  the  community  participation  requirement  affect  the 
role  of  boards  of  directors  of  nonprofit  hospitals  in  the 
determinations  of  allocations  of  scarce  health  care 
resources?  These  boards  of  directors,  in  the  exercise  of 
their  business  judgment,  should  continue  to  bear  the  ultimate 
authority  and  responsibility  to  determine  the  allocation  of 
the  hospitals'  health  care  resources  based  on  their 
assessment  of  community  needs. 

These  are  just  some  of  the  issues  that  need  to  be  addressed. 
State  law  restrictions  on  nonprofit  hospitals,  and  the  prohibitions 
under  Section  501(c)(3)  against  having  shareholders  and  distributing 
dividends,  make  nonprofit  hospitals  well  suited  to  carry  out  the 
expanded  access  and  cost  containment  objectives  of  the  Act.  Nonprofit 
hospitals  make  important  contributions  to  the  communities  they  serve, 
and  their  continued  entitlement  to  exemption  rightly  should  be  based  on 


Rev.  Rul.  69-545,  supra  note  1  at  118. 
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their  responsiveness  in  addressing  the  health  care  needs  of  the 
community. 

2.    Application  of  Community  Health  Care  Needs  Assessment  Requirement 
to  Other  Health  Care  Organizations 

The  community  health  care  needs  assessment  requirement  is 
applicable  not  only  to  hospitals  and  HMOs  that  are  exempt  under  Section 
501(c)(3)  but  also  to  "other  entities"  providing  "health  care 
services."  The  Act  does  not  define  what  "other  entities"  are  intended 
to  be  covered,  or  what  constitutes  "health  care  services." 

We  assume  that  the  community  health  care  needs  assessment  is 
intended  to  serve  as  an  additional  requirement  for  exemption  of 
organizations  providing  health  care  services  that  seek  to  qualify  as 
charitable  under  Section  501(c)  (3)  based  on  their  promotion  of  health. 
This  could  include,  in  addition  to  hospitals  and  certain  HMOs, 
organizations  such  as  drug  and  alcohol  treatment  centers,  home  health 
agencies  and  mental  health  facilities.  However,  other  types  of 
organizations  that  provide  some  health  care  services,  such  as  nursing 
homes  and  homes  for  the  aged,  have  been  recognized  as  charitable  under 
Section  501(c)  (3)  because  they  relieve  the  distress  of  certain  classes 
of  persons  (e.g. .  the  elderly) ,  rather  than  because  they  promote 
health.  As  a  policy  matter,  the  imposition  of  a  community  health  care 
needs  assessment  requirement  on  these  organizations  would  not  appear  to 
relate  to  or  advance  their  ability  to  carry  out  their  charitable 
purposes. 

The  Tax  Section  believes  that  it  is  appropriate  to  require  an 
assessment  of  community  health  care  needs  and  a  plan  to  meet  those 
needs  by  organizations  that  provide  health  care  services  and  are  exempt 
under  Section  501(c)  (3)  based  on  their  promotion  of  health.  However, 
there  is  no  apparent  justification  for  the  imposition  of  this 
requirement  on  organizations  that  are  exempt  based  on  other  rationales. 
Rather  than  simply  apply  the  requirement  across  the  board  to  all 
organizations  that  provide  any  form  of  health  care  services,  it  may  be 
preferable  to  limit  that  requirement  to  specific  types  of  organizations 
based  on  the  standard  under  which  they  qualify  for  exemption.  It  would 
also  be  appropriate  to  give  the  Secretary  authority  to  issue 
regulations  expanding  the  list  of  organizations  to  which  that 
requirement  applies. 

3.   Application  of  Section  501(m) (1)  to  HMOs 

Section  501 (m) (1) ,  enacted  as  part  of  the  Tax  Reform  Act  of  1986, 
was  intended  to  deny  Section  501(c)(3)  and  (c)(4)  exemption  to 
nonprofit  organizations  engaging  in  more  than  insubstantial  commercial - 
type  insurance  activities,  but  the  applicability  of  Section  501(m)(l) 
to  HMOs  is  unclear.  Although  Section  501(m)(3)(B)  contains  an 
exception  for  certain  activities  conducted  by  HMOs,  the  scope  of  that 
exception  is  ambiguous.  Income  derived  from  an  activity  described  in 
Section  501 (m)  and  not  covered  by  an  exception  is  taxable  under 
Subchapter  L  if  it  is  not  substantial  enough  to  cause  loss  of 
exemption. 

The  definition  of  "commercial -type  insurance"  under  Section 
501 (m) (3) (B)  expressly  excludes  "incidental  health  insurance  provided 
by  an  HMO  of  a  )cind  customarily  provided  by  such  organizations."  This 
language  has  been  cited  by  the  IRS  as  evidence  that  Congress  intended 
to  exempt  from  Section  501(m)(l)'s  coverage  only  those  types  of  HMOs 
that  provide  primary  care  physician  seirvices  through  staff  physicia-ns 
and  capitated  group  practice  and  individual  practice  physicians,^ 
although  some  statements  in  the  legislative  history  suggest  a  different 


In  GCM  39829  (August  24,  1990),  the  IRS  concluded  that  HMOs 
are  subject  to  the  operation  of  Section  501 (m)  and  therefore  cannot 
qualify  for  exemption  under  Section  501(c)(3)  or  (4)  unless  their 
provision  of  insurance  is  determined  by  the  IRS  to  be  incidental  to  the 
provision  of  health  care  services.  This  position  has  not  yet  been 
challenged  by  nonprofit  HMOs  in  the  courts. 
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result.  The  IRS's  interpretation  has  resulted  in  denial  of  exemption 
to  HMOs  paying  their  affiliated  physicians  on  a  fee- for- service  basis, 
and  it  leaves  uncertain  the  treatment  of  HMOs  which  pay  most  of  their 
affiliated  physicians  on  a  capitated  basis  but  pay  some  of  their 
affiliated  physicians  on  a  fee-for-service  basis.  The  IRS  contends 
that  its  interpretation  will  not  cause  loss  of  exemption  of  many  HMOs. 

The  Act  would  resolve  this  ambiguity  by  adding  a  new  Section 
501(m) (6),  defining  specifically  when  health  insurance  provided  by  an 
HMO  will  be  deemed  "commercial -type  insurance."  Under  these 
provisions,  only  the  following  types  of  health  care  benefits  provided 
by  an  HMO  will  be  excluded  from  the  definition  of  commercial -type 
insurance  (and  therefore  will  not,  if  provided  as  a  substantial  part  of 
the  HMO's  activities,  preclude  tax  exemption) :  (i)  care  provided  at  the 
HMO's  own  facilities  through  health  care  professionals  who  do  not 
provide  other  substantial  health  care  services;  (2)  primary  care 
provided  on  a  capitated  basis;  (3)  specialist  care  provided  pursuant  to 
a  preexisting  arrangement;  and  (4)  emergency  care  provided  at  a 
location  outside  the  member's  area  of  residence. 

The  Treasury  Department  has  stated  that  the  proposed  statutory 
language  in  the  Act  is  intended  to  codify  IRS's  interpretation  of  the 
applicability  of  Section  501(m) (1)  to  HMOs,  and  this  would  limit  the 
role  of  nonprofit  HMOs  in  health  care  reform.  Supporters  of  nonprofit 
HMOs  argue  that  they  have  a  good  track  record  in  delivering  quality 
health  care  services  in  a  cost  effective  manner,  and  question  why  their 
role  in  health  care  reform  should  be  so  circumscribed.  Other  argue 
that  HMOs  are  basically  in  the  insurance  business  and  should  not  be 
given  tax  advantages  over  their  taxable  competitors.  Congress  should 
carefully  weigh  these  arguments  in  order  to  evaluate  the  public  policy 
justifications  for  retaining  and/or  expanding  the  role  of  nonprofit 
HMOs  in  health  care  reform. 

4.    Qualification  of  HMOs  for  Tax  Exemption  Under  Section  501(c)(3) 
and  Section  501(c) (4) 

Prior  to  1978,  local  offices  of  the  IRS  issued  exemption  letters 
to  HMOs  under  Section  501(c)(4)  as  social  welfare  organizations  but 
generally  not,  with  a  few  exceptions,  as  Section  501(c) (3)  charitable 
organizations.  Nevertheless,  internally  the  IRS  National  Office 
questioned  the  justification  for  exemption  of  HMOs.  In  a  1978  Tax 
Court  case,  the  Tax  Court  applied  the  promotion  of  health  standard 
found  in  Rev.  Rul .  69-545  to  a  staff  model  HMO  and  concluded  that  the 
HMO  was  entitled  to  charitable  exemption  as  an  organization  described 
in  Section  501(c) (3) .-'  Although  the  IRS  acquiesced  in  this  decision, 
it  has  applied  the ^  19T8  decision  narrowly  to  cover  similarly 
constituted  staff  and  group  model  HMOs,  and  other  types  of  HMOs 
generally  have  been  unsuccessful  in  obtaining  tax-exempt  status  under 
Section  501(c) (3) .  In  1993,  the  Third  Circuit  decided  a  case  in  which 
it  denied  Section  501(c)  (3)  exemption  to  a  capitated  group  model  HMO, 
in  part  on  the  ground  that  the  HMO  did  not  directly  provide  hospital  or 
medical  services  to  its  enrollees,  but  rather  provided  such  services 


See,   e.g. .   the   following  statement   in  the  Conference 
Committee  report: 

The  Conference  Agreement  does  not  alter  the  tax- 
exempt  status  of  health  maintenance  organizations 
(HMOs) .  HMOs  provide  physician  services  in  a 
variety  of  practice  settings  primarily  through 
physicians  who  are  either  employees  or  partners  of 
the  HMO  or  through  contracts  with  individual 
Physicians  or  one  or  more  groups  of  physicians 

(organized — on — a — grpup  pragticg QX individual 

practice  basis) . 

H.R.  Conf.  Rep.  No.  99-841,  99th  Cong.,  2d  Sess. 

11-346  (emphasis  supplied) . 

-'  Sound  Health  Ass'n  v.  Comm'r.  71  T.C.  158  (1978),  acq. .  1981- 

2  C.B.  2. 
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substantially  through  affiliated  tax-exempt  organizations.-'  The  court 
also  noted  that  the  fact  that  the  HMO  limited  its  provision  of  services 
to  those  who  belonged  suggested  that  the  HMO  was  primarily  benefitting 
itself,  not  the  community. - 

Whether  nonprofit  HMOs  should  continue  to  be  exempt  after  health 
care  reform  raises  important  tax  policy  issues.  Some  may  argue  that 
the  tax  exemption  incentive  will  no  longer  be  appropriate  because  all 
health  plans  will  be  required  by  law  to  satisfy  uniform  standards  for 
open  enrollment,  community  rating,  etc.  The  Act  comes  down  on  the 
side  of  continued  exemption,  presumably  because  the  Administration 
believes  that  the  restrictions  contained  in  the  Act  will  ensure  that 
nonprofit  HMOs  will  continue  to  provide  a  community  benefit  after 
health  care  reform  is  enacted.  The  following  technical  discussion 
assumes  that  HMOs  will  continue  to  be  exempt  under  health  care  reform. 

a.    Qualification  Under  Section  501(c)(3) 

The  Act  provides  that  an  HMO  will  be  entitled  to  exemption 
under  Section  501(c)(3)  only  if  it  provides  health  care  services  to 
members  at  its  own  facilities  through  health  care  professionals  who  do 
not  provide  substantial  health  care  services  other  than  on  behalf  of 
such  organization  (i.e..  staff  or  group  model  HMOs) .  And,  as  noted 
e^Dove,  the  Act  would  impose  the  community  health  care  needs  assessment 
requirement  on  nonprofit  HMOs  seeking  exemption  under  Section 
501(c)  (3)  .  The  Act  is  silent  on  what  other  standards  would  be  required 
of  nonprofit  HMOs  to  demonstrate  charitability  under  Section  501(c)  (3) 
and  consideration  should  be  given  to  the  codification  of  more  specific 
standards  for  exemption  for  nonprofit  HMOs  under  Section  501(c) (3)  to 
ensure  that  the  requisite  public  purposes  will  be  served. 

In  addition,  the  requirement  contained  in  the  Act  that 
nonprofit  HMOs  exempt  must  provide  health  care  services  at  their  own 
facilities  to  qualify  for  exemption  under  Section  501(c)(3)  raises  a 
number  of  issues,  including  the  following: 

•  Does  the  word  "facilities"  include  hospitals  as  well  as 
ambulatory  care  clinics?  If  an  HMO  wants  to  provide 
services  in  a  particular  market,  would  the  HMO  have  to 
acquire  one  or  more  hospitals  (depending  upon  the 
geographic  coverage  of  the  health  plan)  and  one  or  more 
ambulatory  care  and  other  clinics  in  order  to  qualify 
for  exemption  under  Section  501(c)(3)?  If  so,  this 
provision  will  substantially  limit  the  ability  of  HMOs 
to  qualify  under  Section  501(c) (3). 

•  Are  there  limitations  on  how  access  to  such  facilities 
is  obtained?  New  organizations  seldom  have  the 
resources  to  acquire  facilities,  either  by  purchase  or 
lease,  because  they  cannot  justify  the  substantial  fixed 
costs  associated  with  the  ownership  or  lease  of 
facilities,  including  hospitals.  It  is  more  typical  for 
new  organizations  to  acquire  access  to  hospitals  through 
contractual  arrangements.  Would  such  arrangements  meet 
the  "own  facilities"  requirement? 


V 
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Geisinqer  Health  Plan  v.  Comm'r.  985  F.2d  1210  (3rd  Cir. 


Ibid. 


The  Treasury  cited  this  reason  for  recommending  repeal  of  the 
special  benefits  in  Section  833  for  certain  health  insurance 
organizations.  Revenue  Proposals  in  Health  Security  Act,  Daily  Report 
for  Executives  (BNA)  No.  209,  at  L-2  \  9  (Nov.  1,  1993).  In  1984,  the 
Treasury  Department  took  the  position  that  exempt  organizations  in  the 
business  of  insurance  should  be  taxable,  but  it  did  not  address  the 
question  whether  HMOs  are  in  the  business  of  insurance.  Tax  Reform  for 
Fairness,  Simplicity,  and  Economic  Growth,  The  Treasury  Department 
Report  to  the  President  at  Part  II,  286-287  (November  1984). 
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•  will  this  provision  adversely  impact  the  expansion  of 
existing  Section  50Hc)  (3)  HMOs  into  new  markets?  As 
staff  and  group  model  HMOs  expand  their  geographic 
coverage  into  new  markets,  they  typically  are  required 
by  state  law  and  federal  qualification  requirements  to 
assure  that  they  have  sufficient  facilities  and  an 
adequate  provider  network  to  service  their  membership  in 
the  new  geographic  areas.  Such  HMOs  do  not,  however, 
usually  acquire  their  own  facilities  in  new  markets  but 
rather  contract  with  existing  providers  in  such  markets 
until  such  time  as  they  have  sufficient  enrollment  to 
justify  the  development  of  their  own  facilities.  This 
provision  could  have  the  effect  of  limiting  Section 
501(c)(3)  HMOs  to  geographic  markets  in  which  they 
currently  operate,  thereby  limiting  the  active 
competition  sought  to  be  promoted. 

The  Act  also  requires  HMOs  seeking  exemption  under  Section 
501(c)(3)  to  provide  care  to  their  members  "through  health  care 
professionals  who  do  not  provide  substantial  health  care  services  other 
than  on  behalf  of  such  organization."  Issues  raised  by  this  provision 
include  the  following: 

•  This  provision  would  limit  the  ability  of  Section 
501(c)(3)  HMOs  to  achieve  greater  efficiency  through 
flexible  staffing  arrangements,  whether  with  physicians 
or  other  health  care  professionals.  It  may  not  be 
desirable,  for  example,  for  a  staff  or  group  model  HMO 
to  employ  all  specialists;  it  may  be  more  cost  effective 
to  contract  out  for  specialty  services  such  as  cardio- 
thoracic  surgery  or  organ  transplants  with  other  health 
care  organizations  and  professionals  in  communities  they 
serve.  Similarly,  it  may  not  be  financially  practical 
for  a  staff  or  group  model  HMO  to  employ  essentially  on 
a  full-time  basis  all  nurses,  physical  therapists, 
occupational  therapists,  and  so  forth.  There  may  be 
many  instances  in  which  it  makes  economic  or  operational 
sense  for  such  HMO  to  contract  with  health  care 
professionals  in  the  community  who  do  not  serve  the 
HMO's  patients  exclusively  or  predominantly,  especially 
to  meet  temporary  staffing  needs. 

•  Coupled  with  the  requirement  that  Section  501(c)  (3)  HMOs 
provide  services  through  their  own  facilities,  the 
requirement  that  they  utilize  health  care  professionals 
who  are  essentially  full-time  may  discourage  expansion 
in  existing  or  new  markets.  It  is  quite  common  today 
for  such  HMOs  to  expand  their  capacity  in  existing  or 
new  markets  through  the  use  of  contractual  relationships 
with  providers  of  all  sorts  who  maintain  significant 
outside  practices  until  such  time  as  the  HMOs  have  a 
sufficient  utilization  to  justify  employing  such  persons 
on  a  full  or  substantially  full-time  basis. 

•  A  number  of  HMOs  are  not  operated  on  a  stand-alone 
basis,  but  are  affiliates  of  medical  schools,  teaching 
hospitals  or  other  major  health  care  facilities  that  are 
exempt  under  Section  501(c)  (3).  It  is  unclear  whether 
such  organizations  could  continue  to  operate  these  HMOs 
as  an  exempt  activity  under  the  Act.  For  example,  where 
medical  school  faculty  members  spend  one- third  of  their 
time  providing  clinical  services  to  HMO  patients,  one- 
third  of  their  time  providing  clinical  services  to  other 
patients  and  one -third  of  their  time  performing 
educational/research  activities,  the  HMO  appears  to  fail 
under  the  Section  501(c) (3)  standard  because  the  health 
care  professionals  provide  substantial  health  care 
services  other  than  through  the  HMO.  Similarly,  where 
the  HMO  is  not  a  legally  separate  entity,  the 
combination  of  hospital  operations  availaible  to  the 
general  public  and  HMO  operations  in  the  same  nonprofit 
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corporation  might  not  comply  with  this  requirement,  thus 
encouraging  needless  duplication  of  facilities  or 
services  by  an  HMO  to  maintain  tax-exempt  status  under 
Section  501(c)  (3)  . 

b.    Qualification  under  Section  501(c) (4) 

The  Act  provides  that  an  HMO  will  not  be  treated  as  providing 
commercial -type  insurance  if  "primary  care  [is]  provided  by  a  health 
care  professional  to  a  member  of  such  organization  on  a  basis  under 
which  the  amount  paid  to  such  professional  does  not  vary  with  the 
amount  of  care  provided  to  such  member."  Although  the  Act  is  silent  on 
the  other  standards  for  exemption  for  nonprofit  HMOs  under  Section 
501(c)(4),  this  provision  has  the  practical  effect  of  limiting  such 
tax-exempt  status  to  nonprofit  HMOs  that  have  very  specific  types  of 
compensation  arrangements:  either  the  HMOs  must  compensate  primary  care 
physicians  on  a  straight  salary  basis  or  they  must  utilize  a  capitation 
method  that  pays  a  specific  amount  per  member  per  month  irrespective  of 
the  volume  or  type  of  services  the  physician  provides  for  the  HMO 
member. 

In  addition,  there  are  a  number  of  issues  with  respect  to  the 
compensation  restrictions  contained  in  the  Act.  At  the  outset,  it  is 
unclear  whether  these  restrictions  would  permit  the  payments  of 
withholds,  bonuses  or  other  incentive  arrangements.  It  is  also  unclear 
whether  they  are  intended  to  be  consistent  with  the  current  IRS 
position  permitting  capitation  payments  to  primary  care  physicians 
where  there  is  a  withhold  that  is  paid  or  not,  depending  on  the  amount 
of  inpatient  services,  specialty  services  and  ancillary  services 
utilized. 

HMOs  use  many  diverse  ways  of  compensating  their  primary  care 
physicians.  Many  HMOs  use  capitation  arrangements  plus  other  forms  of 
risk  pools  to  provide  incentives  for  the  primary  care  physicians  to 
manage  the  utilization  of  other  health  care  resources,  such  as 
specialist  physician  services  and  inpatient  and  outpatient  hospital 
facilities  and  services.  If  HMOs  are  required  to  utilize  only 
capitation  or  straight  salary  arrangements,  they  will  be  discouraged 
from  designing  or  implementing  alternative  forms  of  compensation 
arrangements  that  encourage  the  primary  care  physicians  to  deliver  high 
quality  care,  manage  the  consiamption  of  resources  and  utilize  such 
resources  cost  effectively. 

Moreover,  compensation  practices  for  primary  care  physicians 
often  are  dictated  by  other  considerations  outside  of  the  control  of 
the  HMO,  such  as  availability  of  primary  care  physicians  willing  to 
contract  at  all.  In  certain  areas,  such  as  remote  or  rural  areas  with 
small  populations,  a  requirement  that  the  HMO  capitate  its  primary  care 
physicians  may  deter  the  HMO  from  serving  those  areas  because  it  is 
unable  to  find  primary  care  physicians  who  are  willing  to  accept 
capitation.  Often,  as  HMOs  expand  into  new  communities,  particularly 
smaller  or  rural  markets,  they  utilize  other  arrangements  such  as 
discounted  fee  for  service  plus  withhold  arrangements  to  compensate 
their  primary  care  physicians,  because  that  is  the  only  basis  upon 
which  they  will  be  able  to  contract  with  such  primary  care  physicians. 
One  of  the  goals  of  the  Health  Security  Act  is  to  encourage  individuals 
to  participate  in  managed  care  options,  and  Congress  should  consider 
whether  these  restrictions  would  limit  the  ability  of  nonprofit  HMOs  to 
make  such  managed  care  options  available  in  markets  where  capitation 
arrangements  are  not  availeible. 

5.    Tax  Treatment  of  "Point  of  Service"  Benefits 

The  Act  states  that  health  insurance  provided  by  an  HMO  is 
commercial -type  insurance  (and  thus  subject  to  tax)  if  such  insurance 
"relates  to  care  provided  other  than  pursuant  to  a  pre-existing 
arrangement  with  such  organization."  As  the  Subcommittee's  notice  of 
the  hearing  indicates,  this  is  intended  to  subject  "point  of  service" 
benefits  to  teixation,  as  well  as  to  preclude  taix  exemption  if  that  is 
a  substantial  part  of  an  HMO's  activities. 
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The  question  of  whether  point  of  service  revenues  should  be 
subject  to  tax  under  Section  501 (m) ,  and  exemption  should  be  precluded 
if  such  benefits  are  substantial,  has  been  under  consideration  by  the 
IRS  for  quite  some  time.  Under  current  law,  this  issue  is  based 
primarily  on  an  evaluation  whether  such  benefits  are  of  an  insurance 
nature  or  otherwise.  Under  health  care  reform,  however,  the  tax 
implications  of  point  of  service  benefits  will  become  a  more  pervasive 
issue,  because  the  Act  would  require  HMOs  to  offer  point  of  service 
benefits  and  they  would  be  treated  as  commercial -type  insurance. 

One  of  the  stated  health  care  policy  objectives  of  the  Act  is  to 
encourage  individuals  to  become  participants  in  managed  care 
organizations,  such  as  nonprofit  HMOs.  These  organizations  are 
particularly  effective  at  managing  the  consumption  of  unnecessary 
health  care  resources  and  are  increasingly  able  to  confirm  the 
appropriateness  of  their  utilization  management  decisions  through 
outcomes  measurement  techniques.  The  point  of  service  option  made 
available  by  many  nonprofit  HMOs  today,  whether  directly  or  through 
related  or  unrelated  insurance  companies,  is  an  important  means  of 
making  employers  and  enrollees  comfortable  with  managed  care  options 
made  available  to  them. 

In  many  markets,  employers  and  their  employees  are  reluctant  to 
participate  in  HMOs  because  HMOs  traditionally  have  utilized  a  closed 
panel  of  hospital  and  physician  providers  to  provide  services  to 
enrollees.  Consequently,  some  individuals  may  be  hesitant  to  subscribe 
to  an  HMO  if  they  may  lose  the  eibility  to  continue  to  receive  treatment 
from  their  long-term  family  physician  or  a  specialist  with  whom  they 
have  had  a  prior  relationship.  The  point  of  service  option  provides 
nonprofit  HMOs  with  an  enhanced  opportunity  to  expand  in  markets 
because  it  permits  limited  use  of  out -of -network  providers,  principally 
physicians,  in  exchange  for  a  slightly  higher  premium  or  higher 
deductibles  and  co-payments.  However,  under  the  Act  this  point  of 
service  option  may,  if  utilized  to  a  substantial  extent,  place  a 
nonprofit  HMO's  exemption  in  jeopardy. 

Under  current  law,  one  distinction  between  nonprofit  HMOs  and 
insurance  companies  is  that  HMOs  provide  benefits  for  care  provided  by 
affiliated  physicians,  whereas  insurance  companies  generally  provide 
benefits  for  care  provided  by  any  physician.  The  requirement  under  the 
Act  that  nonprofit  HMOs  provide  point  of  service  benefits  would  reduce 
the  significance  of  this  distinction,  although  nonprofit  HMOs  that 
provide  more  than  an  insubstantial  amount  of  point  of  service  benefits 
would  lose  their  tax  exemption  entirely.  Congress  should  consider 
establishing  a  safe  harbor  permitting  a  specified  amount  of  point  of 
service  benefits.  This  would  provide  an  incentive  for  nonprofit  HMOs 
to  encourage  their  enrollees  to  use  in-plan  providers,  while  at  the 
same  time  it  would  allow  such  organizations  a  period  of  time  to  take 
appropriate  steps  to  accomplish  this  transition.  In  addition,  as 
nonprofit  HMOs  expand  into  new  geographic  markets,  consideration 
should  be  given  to  permitting  higher  levels  of  point  of  service 
benefits  during  the  early  years  to  permit  transition  to  in-plan 
providers . 

6.    Treatment  of  Parent  Organizations 

Section  7601(c)  of  the  Act  would  amend  Section  509(a)  by 
conferring  public  charity  status  on  organizations  that  are  organized 
and  operated  for  the  benefit  of,  and  which  directly  or  indirectly 
control,  hospitals  described  in  Section  170(b)  (1)  (A)  (iii)  of  the  Code. 
This  will  clarify  an  unsettled  area  and  thereby  simplify  the 
administration  of  the  teix  laws.  Because  these  considerations  are  also 
relevant  to  Section  501(c)  (3)  organizations  in  fields  other  than  health 
care,  the  Congress  should  consider  applying  this  change  to  parent 
organizations  of  other  categories  of  Section  509(a)(1)  and  (2) 
organizations. 

At  present,  such  parent  corporations  typically  seek  to  qualify  as 
supporting  organizations  described  in  Section  509(a)(3)  of  the  Code. 
While   the   IRS   has   recognized   the   availability   of   supporting 
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organization  treatment  for  parent  corporations,—  additional  costs  and 
administrative  confusion  have  resulted  from  the  various  applications  of 
the  supporting  organization  rules  to  a  parent  corporation.  For 
example,  considerable  confusion  exists  over  the  degree  of  board  overlap 
required  in  order  to  satisfy  the  various  relationship  tests  contained 
in  Section  509(a)  (3)  (B)  of  the  Code.  Consequently,  literally  hundreds 
of  organizations  have  sought  and  obtained  letter  rulings  from  the 
Internal  Revenue  Service  on  the  question  of  whether  the  parent 
corporation  qualifies  as  a  Section  509(a) (3)  organization.  By  enacting 
the  proposed  amendment  to  Section  509(a)  contained  in  the  Act,  Section 
501(c)(3)  parent  organizations  will  be  relieved  of  considerable  cost 
and  uncertainty  and  the  IRS  resources  currently  devoted  to  responding 
to  such  ruling  requests  will  be  available  for  other  more  productive 
uses. 

7.    Treatment  of  Taxable  HMOs  as  Property  and  Casualty  Insurance 
Companies 

Section  7602(a)  of  the  Act  proposes  to  amend  Section  833  to 
resolve  the  long-standing  controversy  of  whether  HMOs  should  be  taxable 
as  property  and  casualty  insurance  companies  rather  than  as  C 
corporations. 

As  previously  indicated,  HMOs  are  hybrid- type  organizations  in 
that  they  function  similarly  to  health  insurers  as  well  as  providers  of 
services  through  their  own  facilities,  employed  or  independent 
contractor  health  care  professionals,  or  networks  of  contract 
providers.  The  IRS  has  ruled  that  a  taxable  staff  model  HMO  which 
provided  most  needed  physician  services  through  salaried  physicians  but 
paid  on  a  fee  for  service  basis  for  hospital  or  other  services,  was  not 
an  insurance  company  and  therefore  was  subject  to  tax  as  a  C 
corporation.—  The  effect  of  this  ruling  has  been  to  preclude  many 
HMOs  from  enjoying  the  same  tax  treatment  for  unearned  premiums  and 
incurred  but  not  reported  expenses  as  have  health  insurers  taxed  as 
insurance  companies.  Under  Section  7602(a)  of  the  Act,  taixable  HMOs 
would  be  treated  as  property  and  casualty  insurance  companies,  thus 
formally  providing  them  with  the  same  tax  treatment  afforded  health 
insurance  companies.  This  result  appears  to  be  consistent  with  the  tax 
treatment  under  Section  501 (m)  of  point  of  service  benefits  provided  by 
tax-ejtempt  HMOs. 

CONCLUSION 

The  proposed  tax  treatment  of  health  care  organizations  raises 
important  issues  of  tax  policy  and  health  care  policy  which  deserve 
careful  attention  by  the  Congress.  The  Tax  Section  urges  that  Congress 
ta)ce  a  fresh  look  at  these  issues  in  the  context  of  the  objectives  of 
health  care  reform.  We  will  be  pleased  to  assist  the  Subcommittee  and 
its  staff  in  any  way  we  can. 

M.  Carr  Ferguson,  Jr. 
Chair,  Tajc  Section 


Rev.  Rul.  68-27,  1968-1  C.B.  315. 


50 

Chairman  Rangel.  Counsel,  are  you  supporting  the  provisions  in 
the  Clinton  bill  as  they  are  and  asking  that  we  just  try  to  get  bet- 
ter definition  of  what  they  mean,  but  basically  the  outline  that  is 
there,  the  tax  exemptions  and  the  community  needs,  all  of  those 
things  you  believe  makes  good  tax  policy? 

Mr.  Ferguson.  Mr.  Chairman,  we  have  reviewed  and  studied  the 
basic  underpinnings  for  that  bill.  We  have  accepted  those  as  given 
in  preparing  our  technical  comments  this  morning. 

We  do  not  here  this  morning  endorse  unqualifiedly  those  policy 
provisions  nor  do  we  offer  any  particular  attack  on  them.  The  pur- 
pose of  our  assistance  this  morning  is  to  try  to  deal  with  what  we 
see  to  be  some  very  important  definitional  and  technical  questions 
which  remain  if  you  accept  the  Clinton  bill  assumptions  about  pol- 
icy. We  don't  go  beyond  that. 

Chairman  Rangel.  OK  Now  I  am  going  to  move  on,  but  I  guess 
what  I  would  like  to  ask  you  when  the  questions  start  is  that — I 
assume  that  your  law  practice  deals  with  hospitals  one  way  or  the 
other.  And  I  want  you  to  think  of  me  as  a  client  with  a  bunch  of 
doctors  and  I  am  going  to  ask  your  advice  as  to  whether  to  go  for- 
profit  or  not-for-profit  in  a  very  nice  neighborhood. 

Mr.  Ferguson.  I  listened  with  care  to  your  questions  this  morn- 
ing to  Mr.  Foley. 

Chairman  Rangel.  I  want  some  legal  advice  from  you  and  I  will 
be  the  doctor. 

Mr.  Mclntyre. 

STATEMENT  OF  ROBERT  S.  MCEVTYRE,  DIRECTOR,  CITIZENS 
FOR  TAX  JUSTICE 

Mr.  McIntyre.  Thank  you,  Mr.  Chairman.  I  appreciate  the  op- 
portunity to  be  here  to  testify. 

Nonprofit  corporations  that  are  "organized  and  operated  exclu- 
sively for  charitable  purposes"  are  exempt  from  tax  under  section 
501(c)(3)  of  the  Tax  Code.  That  rule  treating  charities  as  tax  ex- 
empt has  been  extended  to  hospitals  since  the  very  beginning,  back 
in  1917  when  the  charitable  deduction  first  came  in,  on  the  theory 
that  hospitals  were  providing  charitable  care  for  the  needy. 

That  remained  the  IRS'  position  through  the  twenties  and  the 
thirties  and  the  forties  and  most  of  the  fifties.  But  medicine  gradu- 
ally changed  over  that  period. 

Early  on,  hospitals  just  took  care  of  poor  people.  That  is  what 
they  were  for.  But  after  a  while,  hospitals  became  the  centers  of 
health  activity,  at  least  for  serious  things,  in  most  communities 
and  most  of  the  things  they  did  were  paid  for  either  by  people  out- 
of-pocket  or  by  insurers.  In  1956,  the  IRS  noticed  this  and  they 
said,  hmmm,  we  are  going  to  limit  the  rule  on  what  hospitals  have 
to  do  to  qualify  for  tax-exempt  status.  Now  and  henceforth  they 
will  only  need  to  provide  charity  care  to  the  extent  of  their  finan- 
cial ability  and  they  need  not  be  exclusively  organized  and  operated 
to  take  care  of  the  nonpoor. 

That  was  quite  a  retrenchment,  I  would  think,  back  in  1956.  But 
maybe  it  simply  recognized  that  to  be  a  modern  hospital  you  need 
a  critical  mass  of  paying  patients  in  order  to  help  the  poor  people 
out. 
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Well,  in  the  sixties,  of  course,  Medicare  and  Medicaid  came  in. 
In  1969,  the  IRS  concluded  that  the  days  of  medical  poverty  had 
been  eliminated  in  America.  The  IRS  policymakers  were  wrong,  but 
they  did  conclude  that.  Hospitals  told  them  they  just  could  not  find 
any  more  poor  people  to  take  care  of  anymore.  And  so,  IRS  had  to 
make  up  its  mind  what  to  do  about  charitable  exemptions  for  hos- 
pitals. 

In  my  mind,  if  there  were  no  more  poor  people  to  take  care  of, 
hospitals  shouldn't  have  been  allowed  to  be  tax  exempt  anymore. 
But  the  IRS  came  up  with  a  new  rationale  for  allowing  hospitals 
tax-exempt  status.  It  said  that  any  hospital  that  met  the  definition 
of  "charity"  as  set  out  under  the  British  common  law  of  trusts  Rule 
against  Perpetuities  would  henceforth  be  exempt  from  tax  imder 
section  501(c)(3)  of  the  Internal  Revenue  Code. 

We  think  that  decision  by  the  IRS  was  wrong.  We  think  that  the 
Congress,  when  it  adopted  the  original  section  501(c)(3),  meant  you 
had  to  be  charitable  in  the  ordinary  sense  of  the  word  in  order  to 
qualify  for  tax  exemption.  In  the  current  context,  as  we  scurry 
around  looking  for  dollars  to  pay  for  health  care  reform,  we  believe 
it  is  even  more  important  that  organizations  that  aren't  doing  any- 
thing of  a  charitable  nature  should  not  be  treated  as  tax  exempt. 

Now  let's  examine  the  individual  benefits  of  charitable  tax  ex- 
emption. First  of  all,  not-for-profit  hospitals  are  exempt  from  tax  on 
any  profits  they  may  have.  We  think  that  that  particular  tax  bene- 
fit could  well  be  extended  to  hospitals  even  if  they  don't  qualify  for 
501(c)(3)  charitable  status,  because  the  IRS'  current  standard  to 
get  charitable  status,  the  "community  benefit"  standard,  looks  re- 
markably like  the  "social  welfare"  standard  that  applies  to  501(c)(4) 
organizations,  like  mine. 

To  be  sure,  the  benefit  of  no  tax  on  profits  may  not  be  very  sub- 
stantial. My  group,  for  instance,  doesn't  make  any  profits.  Many  or 
most  hospitals  don't  make  any  either.  But  no  tax  on  profits  sim- 
plifies bookkeeping,  and  we  think  hospitals  should  be  able  to  keep 
that  benefit  if  they  qualify  under  the  current  rules. 

The  second  and  biggest  benefit  that  hospitals  get  is  that  they  can 
issue  an  unlimited  amount  of  tax-exempt  bonds.  That  privilege  was 
put  in  place  to  encourage  the  construction  of  hospitals. 

But  right  now,  as  I  understand,  we  have  hospital-bed 
overcapacity  of  40  and  50  percent  in  many  areas  of  the  country. 
Why  would  we  want  to  have  an  open-ended  government  subsidy  to 
build  more  hospitals? 

So  in  our  view,  whatever  you  do  in  formulating  these  standards 
for  tax-exempt  hospitals,  we  think  you  should  get  rid  of  the  ability 
of  hospitals  to  issue  tax-exempt  bonds.  If  in  some  areas  we  do  need 
hospital  construction  subsidies,  then  you  should  change  that  sub- 
sidy into  something  a  little  more  coherent  and  less  wasteful. 

That  leaves  us  only  with  the  final  tax  break  that  501(c)(3)s  get. 
That  is  the  ability  to  receive  tax  deductible  contributions.  We 
would  continue  that  benefit  only  in  the  IRS'  current  standard  cases 
of  truly  charitable  activity.  We  would  start  with  providing  an  emer- 
gency room  and  taking  care  of  Medicare  and  Medicaid  patients — 
but  would  add  to  that  (after  we  codified  those  as  rules)  that  you 
have  to  take  care  of  poor  people  on  a  substantial  basis.  So  that  if 
you  have  a  hospital  located  in  the  middle  of  Beverly  Hills  that 
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never  sees  a  poor  person,  under  our  rule  you  could  not  be  tax  ex- 
empt. Thus,  under  our  rule,  if  you  have  a  hospital  that  is  set  up 
in  such  a  way  that  it  excludes  poor  people,  it  could  not  be  tax  ex- 
empt. 

Now,  someone  might  say,  wait  1  minute,  President  Clinton  is 
about  to  eliminate  medical  indigency  in  America,  just  like  we  did 
in  the  1960s.  We  are  about  to  do  it  again  and  this  time  it  is  going 
to  work.  Well,  I  sure  hope  he  does  do  it.  I  do  hope  that  we  get  rid 
of  medical  poverty  in  this  country. 

But  if  we  do  and  there  is  nobody  poor  left  to  take  care  of  in  hos- 
pitals, then  why  should  we  be  spending  billions  of  dollars  a  year 
in  charitable  tax  exemptions  to  encourage  hospitals  to  take  care  of 
poor  people?  In  other  words,  if  hospitals  do  not  engage  in  signifi- 
cant, true  charitable  activity  in  the  normal  sense  of  the  word,  we 
believe  they  should  not  qualify  for  tax-exempt  status. 

We  think  the  IRS  was  wrong  in  1969,  that  it  was  right  before 
then,  and  that  we  should  go  back  to  the  law  as  it  stood  for  the  first 
50  years  of  the  Tax  Code. 

Thank  you. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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I  appreciate  the  opportunity  to  testify  before  the  Committee  on 
behalf  of  Citizens  for  Tax  Justice.  Our  coaUtion  of  labor,  public  inter- 
est and  grassroots  citizens  groups  represents  tens  of  miUions  of  mid- 
dle- £lnd  low-income  Americans,  who  have  a  vital  stake  in  fair,  eco- 
nomically sound  tax  and  budget  poUdes. 

The  standards  for  tax-exempt  treatment  of  nonprofit  hospitals  rep- 
resent a  smaU  piece  of  the  mudi  larger  health  care  reform  issue  that 
President  Clinton  has  laid  before  Congress.  Nevertheless,  we  believe 
that  there  is  an  opportunity  and  a  need  for  changes  in  this  area.  We 
beheve  that  current  ERS  rules  for  granting  hospitals  tax-exempt  sta- 
tus have  strayed  too  far  firom  a  true  charitable  requirement  and  that 
the  law  allowing  tax-exempt  hospitals  to  issue  unlimited  amounts  of 
tax-free  bonds  for  hospital  construction  is  wasteful  and  imwise.  We 
therefore  recommend  (1)  reducing  or  eliminating  the  tax-free  bond 
benefits  of  hospital  tax  exemption  and  (2)  requiring  a  higher  level  of 
charity  care  in  order  for  hospitals  to  qualify  for  501(cX3)  tax-exempt 
status. 

The  History  of  Charitable  Tax  Exemptions  for  Hospitals 

Section  501(cX3)  of  the  Internal  Revenue  Code  provides  tax  ex- 
emption to  nonprofit  "corporations  organized  and  operated  exclusively 
for  .  . .  charitable  . .  .  purposes"  (and  that  meet  certain  other  condi- 
tions). Although  specified  other  types  of  organizations  (e.g.,  religious, 
scientific,  etc.)  also  qualify  for  tax  exemption  imder  section  501(c)(3), 
there  is  no  specific  exemption  for  hospitals  or  other  health  care  pro- 
viders per  se.  Nevertheless,  the  drafters  of  the  original  section 
501(cX3)  almost  certainly  intended  it  to  include  nonprofit  hospitals, 
since  at  the  time  most  hospitals  fit  easily  within  the  normal  meaning 
of  "charitable."  In  fact,  when  hospitals  were  first  widely  established 
in  the  nineteenth  century,  their  primary  piupose  was  to  serve  poor 
people  who  could  not  afford  private  doctors.  Thus,  nonprofit  hospitals 
were  recognized  by  the  IRS  as  tax-exempt  charitable  organizations 
from  the  earUest  days  of  the  Internal  Revenue  Code.^ 

As  time  went  by  and  medicine  advanced,  however,  the  character 
of  hospitals  changed.  They  became  more  and  more  like  commercial 
entities,  charging  most  customers  (or  their  insurers)  for  health  servic- 
es provided  rather  than  mainly  providing  free  care  for  the  needy 

In  1956,  the  Internal  Revenue  Service  took  note  of  these  develop- 
ments, and  ruled  that  to  qualify  for  a  charitable  tax  exemption,  a  hos- 
pital "must  be  operated  to  the  extent  of  its  financial  abihty  for  those 
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'From  the  outset,  the  IRS  recognized  that  the  statute  used  "charitable"  in  its 
otdinaiy  meaning  of  "for  the  relief  of  the  poor."  I.T.  1800,  II-2  Cum.  Bull  152 
(1923).  See  also  Treas.  Reg.  Ill,  section  29.101(6)-l(a)(1943);  Prop.  Treai.  Reg. 
section  l-501(cX3)-l(b),  21  Fed.  Reg.  460, 463  (1956);  and  The  Random  House  Col- 
lege Dictionary  (1979):  "charitable:  1.  generous  in  gifts  to  aid  the  poor."  "charity: 
1.  charitable  actions  considered  collectively,  as  almsgiving,  or  the  performance  of 
other  benevolent  actions  for  the  needy  with  no  expectation  of  material  reward.  2. 
something  given  to  a  person  or  persons  in  need;  alms." 
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not  able  to  pay  for  the  services  rendered  and  not  exclusively  for  those  who  are 
able  and  expected  to  pay."^ 

The  modifying  clause  "not  exclusively  for  those  who  are  able  and  expected  to 
pay"  may  seem  like  a  far  cry  from  section  501(c)(3)'s  "exclusively  .  .  .  charitable" 
language.  But  in  context,  it  seems  to  reflect  the  idea  that  a  modem  hospital  gen- 
erally would  need  a  critical  mass  of  paying  patients  not  only  for  financial  rea- 
sons, but  also  to  be  an  effective  medical  faciUty.  Thus,  although  operationally 
vague,  the  "to  the  extent  of  its  financial  ability"  rule  adopted  in  1956  was  at  least 
a  conceptually  reasonable  attempt  to  require  hospitals  to  have  a  substantial 
charitable  mission  in  order  to  qualify  for  tax-exempt  status. 

In  1969,  however,  there  was  a  major  change  in  tiie  IRS's  position.  Following 
enactment  of  Medicare  and  Medicaid,  the  IRS  concluded  (wrongly,  as  it  turned 
out)  that  the  days  of  medical  charity  were  over.  The  IRS  "accepted  claims  by 
hospital  administrators  that  'they  couldn't  find  patients  to  whom  to  give  free 
care."*^  Essentially,  in  the  IRS's  1969  view,  the  old  rationale  for  hospital  chari- 
table designation— serving  the  poor— had  been  largely  eliminated. 

But  rather  than  revoking  most  hospital  tax  exemptions,  the  IRS  came  up 
with  a  new  rationale  for  continuing  them.  "[T]he  promotion  of  health  is  consid- 
ered to  be  a  charitable  purpose,"  said  the  IRS  in  Reyenue  Ruling  69-545.*  Since 
"[a]  nonprofit  organization  whose  purpose  and  activity  are  providing  hospital 
care  is  promoting  health,"  the  IRS  went  on,  nonprofit  hospitals  that  meet  the 
other  generjil  requirements  of  section  501(c)(3)  "wiU  qualify  for  exemption  from 
Federal  income  tax."  Consistent  with  its  view  that  the  days  of  medical  poverty 
were  generaUy  over,  the  IRS  reversed  its  1956  ruling  requiring  care  for  the  poor. 
Instead,  the  IRS  concluded  that  a  hospital  could  be  tax-exempt  "even  though  the 
class  of  beneficiaries  eUgible  to  receive  a  direct  benefit  from  its  activities  does 
not  include  .  .  .  indigent  members  of  the  community." 

Post-1969  Issues 

Of  course,  the  ERS  was  quite  mistaken  in  its  1969  premise  that  Medicare  and 
Medicaid  would  eliminate  medical  indigency.  Many,  including  us,  wovdd  say  that 
the  IRS  was  also  very  wrong  in  its  conclusion  that  hospitals  should  be  able  to 
qualify  as  charities  without  engaging  in  significant  charitable  activity. 

"  In  fact,  the  IRS's  1969  ruling  has  been  hotly  criticized  since  it  was  issued.  In 
1970,  for  example,  a  Senate  Finance  Committee  staff  report  called  for  the  rul- 
ing's reversal  because  it  did  not  reqxiire  charity  care  for  the  poor.  Likewise,  the 
1969  ruling  has  been  attacked  on  similar  grounds  in  the  courts  by  advocates  for 
the  needy.  But  up  until  now,  legislative  and  legal  attacks  on  the  1969  niling 
have  failed.  As  a  result,  the  IRS's  interpretation  of  the  law  remains  that  a  hospi- 
tal can  qualify  for  a  "charitable"  tax  exemption  even  if  it  engages  in  no  tradition- 
ally charitable  activity  at  aU,  but  merely  provides  a  "community  benefit." 

To  be  sure,  the  promotion  of  health  may  be  a  charitable  activity.  So  may  the 
promotion  of  good  nutrition  or  adequate  housing.  For  example,  nmning  a  non- 
profit soup  kitchen  or  providing  quarters  for  the  homeless  may  be  "exclusively 
.  . .  charitable"  endeavors  that  qualify  for  tax-exemption.  But  its  1969  ruling,  the 


^Revenue  Ruling  56-185. 

'Daniel  C.  Schaffer  and  Daniel  M.  Fox,  "Tax  Administration  as  Health  Policy:  The  Tax  Ex- 
emption of  Hospitals,  1969-1990,  Tax  Notes,  Oct.  21, 1991,  p.  217.  This  article  offers  an  excel- 
lent summary  of  the  history  of  the  hospital  charitable  tax  exemption  for  its  beginnings. 

*Ab  part  of  its  1969  ruling,  the  IRS  applied  a  far  broader  definition  of  "charitable"  to  hospi- 
tals, a  definition  derived  fit)m  the  British  common  law  of  trusts  standard  for  an  exception  to 
the  Rule  Against  Perpetuities.  For  that  purpose,  charitable  is  defined  as  "for  the  benefit  of  an 
indefinite  number  of  people."  This  Rule  Against  Perpetuities  definition  of  "charitable"  had  first 
been  generally  embraced  by  the  IRS  in  1959  regulations,  but  had  not  been  applied  to  hospitals, 
perhaps  because  it  seemed  (and  seems)  so  inconsistent  with  the  intent  of  the  drafters  of  the 
statute,  as  evidenced  by  contemporaneous  IRS  rulings  (see  note  1  above).  Thus,  the  1959  legu- 
lation  had  kept  the  1956  ruling  regarding  charitable  hospitals  in  force.  See  Treas.  Reg.  section 
l-501(c)(3)-l(dX2). 
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ERS  did  not  say  that  since  the  promotion  of  nutrition  is  considered  to  be  a  chari- 
table purpose,  restaurants  provide  a  "community  benefit,"  and  that  any  restau- 
rant set  up  as  a  nonprofit  corporation  could  qualiiy  for  exemption  from  federal 
income  tax— even  if  it  serves  only  high-priced  meals  to  a£Quent  diners.  Nor  did 
the  IRS  say  that  hotels,  as  shelter  providers,  could  qualify  for  tax  exemption  if 
they  are  nonprofit  corporations,  no  matter  how  fancy  their  rooms  or  what  they 
charged.  But  somehow,  perhaps  because  of  their  tradition  of  serving  the  poor, 
hospitals  were  deemed  to  be  subject  to  a  different,  less  rigorous  standard. 

Two  years  ago,  when  Rep.  Donnelly  and  othets  suggested  that  hospitals 
shotild  be  required  to  spend  a  mere  5  percent  of  their  resources  on  charity  care 
to  qualify  for  tax  exemption,  there  was  an  uproar  firom  the  hospitals.  Such  a  rule 
"will  result  in  unnecessary  hardship  for  hospitals,"  one  hospital  representative 
told  the  Ways  and  Means  Committee.  It  would  impose  "onerous  requirements 
on  all  nonprofit  hospitals,"  said  another.  Essentially,  the  hospital  industry's 
message,  echoed  by  the  Bush  Treasury  Department,  was  that  provision  of  health 
care,  as  opposed  to,  say,  nutrition  or  hoiising,  is  intrinsically  eligible  for  tax-ex- 
empt treatment,  regardless  of  who  may  be  benefited. 

Most  recently,  the  Clinton  administration,  as  part  of  its  comprehensive 
health  care  overhaul  proposal,  has  suggested  that  tax-exempt  hospitals  be  re^ 
quired  to  annually  assess  the  needs  of  the  communities  they  serve,  but  that  no 
fiirther  requirement  be  placed  upon  them  to  continue  to  qualify  for  tax-exempt 
status. 

Now,  since  the  cornerstone  of  the  Clinton  plan  is  universal  access  to  health 
care,  it's  easy  to  iinderstand  why  the  administration  might  see  no  need  for  hospi- 
tals to  provide  charity  care  in  the  future.  After  all,  just  as  was  the  case  following 
enactment  of  Medicaid  and  Medicare,  in  theory  there  will  be  Uttle  or  no  charity 
care  necessary  anymore. 

But  whether  or  not  the  administration  succeeds  in  achieving  its  health  care 
goals,  we  believe  that  the  question  of  why  and  under  what  circumstances  hospi- 
tals should  be  entitled  to  tax-exempt  charitable  status  remains. 

Culrent  Benefits  of  Tax  Exemption  for  Hospitals 

Tax-exempt  status  provides  several  benefits  to  qualifying  hospitals: 
First  of  all,  hospitals  that  qualify  as  tax-exempt  under  section  501(cX3)  pay 
no  federal  corporate  income  tax  on  any  profits  they  may  earn.  Since  501(cX3) 
corporations  are  by  definition  "nonprofit,"  any  surpluses  that  they  do  achieve 
must  be  plowed  back  into  their  serving  exempt  purpose;  they  cannot  benefit  any 
private  owners  or  shareholders.  Testimony  by  the  'Treasury  Department  in  1991 
estimated  that  exemption  from  corporate  tax  was  worth  about  $1.5  billion  to 
hospitals  in  1992.  Note,  however,  that  exemption  firom  corporate  income  tax  is 
a  feature  that  501(cX3)  organizations  share  with  other  nonprofit  organizations 
that  do  not  get  the  other  benefits  of  501(cX3)  status.  Nonprofit  hospitals  that 
might  fail  to  meet  the  more  rigorous  tests  for  501(cX3)  charitable  status  pro- 
posed below  could  well  still  qualify  for  exemption  firom  corporate  income  tax 
under  the  more  lenient  "social  welfare"  standard  of  section  501(cX4).® 

Second,  contributors  to  hospitals  exempt  from  tax  under  section  601(cX  3  >  can 
deduction  their  donations  in  computing  their  taxable  income  (in  the  case  of  i  ndi- 
viduals,  only  if  they  itemize).  From  the  point  sf  view  of  tax-exempt  hospitals,  the 
charitable  deduction  is  a  significant  incentive  to  offer  their  potential  donors. 
From  a  tax  poUcy  point  of  view,  the  charitable  deduction  reflects  the  fact  that 


'By  definition,  nonprofit  orgattizations  have  no  shareholdera  to  distribute  their  "profits'  to. 
In  addition,  the  whole  concept  of 'profit"  is  hard  to  apply  to  most  nonprofit  organiiations  Typi- 
cally, nonprofits  do  not  sell  any  substantial  amount  of  goods  or  services,  and  thus  have  little 
in  the  way  of  gross  income,  other  than  donations,  to  use  in  calculating  "net  income."  Thus,  for 
most  nonprofits,  it  is  hard  to  conceive  of  what  "profit"  might  mean.  Hospitals  are  much  more 
like  normal  businesses  than  typical  nonprofits,  since  most  hospital  income  does  come  from  the 
sale  of  goods  and  services,  and  "profit"  is  therefore  a  more  meaningfiil  concept.  Nevertheless, 
a  hospital  that  meets  the  tests  of  no  shareholders  and  a  "social  welfare"  mission  might  qualiiy 
for  501(cX4)  status. 
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money  given  away  benefits  not  primarily  the  donor,  but  rather  the  beneficiaries 
of  the  charity.  Hence  the  requirement  that  those  beneficiaries  generally  be  needy 
or  at  least  members  of  an  amorphous  pubUc  at  large.  According  to  the  Joint 
Committee  on  Taxation,  charitable  deductions  to  health  organizations  will  re- 
duce tax  revenues  by  $1.6  billion  in  fiscal  1994,  although  Treasury's  1991  testi- 
mony suggests  that  only  about  a  third  of  this — or  $0.6  biUion — relates  to  dona- 
tions to  hospitals. 

Third,  tax-exempt  hospitals  can  borrow  unlimited  amoimts  at  tax-exempt 
interest  rates  to  finance  hospital  facihties.®  This  last  item  may  be  the  most  im- 
portant federal  tax  subsidy  to  tax-exempt  hospitals,  since  the  Joint  Tax  Commit- 
tee estimates  that  the  tax  exemption  for  interest  on  private  hospital  bonds  will 
cost  the  Treasury  $1.8  bilhon  in  fiscal  1994. 

Finally,  in  practice,  hospitals  and  other  organizations  exempt  from  federal 
income  tax  vmder  section  501(c)(3)  generally  enjoy  additional  tax-exemption 
benefits  at  the  state  and  local  level,  often  by  virtue  of  their  federal  501(c)(3)  sta- 
tus. Besides  sharing  exemption  from  state  corporate  income  taxes  with  other 
nonprofits,  501(c)(3)  organizations  are  oft«n  exempt  fi-om  local  property  taxes, 
and  their  services  and  products  are  often  exempt  firom  state  sales  taxes.  Of 
course,  states  and  localities  do  not  have  to  follow  the  federal  lead  here,  but  they 
typically  do,  and  the  cost  to  state  and  local  treasuries  is  very  substantial. 

In  summary,  the  various  federal  tax  benefits  for  tax-exempt  hospitals 
amount  to  several  biUion  dollars  a  year,  supplemented  by  biUions  of  dollars  a 
year  in  state  and  local  tax  benefits.  In  the  context  of  our  triUion  dollar  health 
care  system,  these  tax  benefits  do  not  loom  particularly  large.  Nevertheless,  they 
do  represent  a  significant  allocation  of  scarce  government  dollars  that  conceiv- 
ably could  be  put  to  better  use. 

CTJ  Recommendations 

It's  clear  that  most  nonprofit  hospitals  were  intended  to  be  treated  as  tax- 
exempt  under  the  original  section  501(cX3).  But  it  is  equally  clear  that  they  were 
so  treated  because  they  were  charitable  organizations  focused  on  offering  needed 
health  care  to  the  poor.  Yet  is  that  still  true  today?  A  1990  GAO  report  found 
little  difference  between  tax-exempt  and  for-profit  hospitals  in  the  level  of  chari- 
ty care  provided.  The  GAO  also  found  that  57  percent  of  the  hospitals  it  surveyed 
provided  less  charity  care  then  they  received  in  federal  tax  savings  just  from 
corporate  tax  exemption  alone  (not  to  mention  deductible  contributions  and  tax- 
exempt  bonds). 

Of  course,  many  tax-exempt  hospitals  continue  to  pursue  a  substantial  chari- 
table mission.  Others  may  engage  in  substantial  educational  or  research  activi- 
ties that  might  make  them  eligible  foi  tax-exempt  status  on  those  grounds.^  But 
should  we  continue  to  provide  the  benefits  of  tax  exemption  to  the  many  others 
that  apparently  do  not?  Or  as  Rep.  Rangel  suggested  at  hearings  on  this  issue 
two  years  ago,  might  we  be  better  off"  ending  those  exemptions  and  with  "the 
money  that  we  save,  have  the  (jovemment  just  get  out  there  and  provide  the 
service"? 

We  beUeve  that  it  is  usefiol  to  evaluate  the  three  federal  tax  benefits  for  tax- 
exempt  hospitals  separately: 


*Other  501(cX3)  borrowers,  mainly  private,  nonprofit  colleges  and  universities,  are  1  i m  1 1 ed 
to  $150  million  in  tax-exempt  borrowing.  Neither  hospitals  nor  universities  are  subject  t  d  t  he 
state  volume  cap  on  other  private  activity  bonds. 

^According  the  GAO's  1990  study,  there  is  apparently  considerable  overlap  between  ch  a  n  t  a- 
ble  and  educational  functions,  in  part  because  of  the  urban  location  of  most  teaching  hospitals. 
"Nine  mtgor  teaching  hospitals  in  New  York  City  accounted  for  38  percent  of  all  uncom  pen  sat- 
ed care  provided  by  nonprofit  hospitals  statewide,  though  they  had  only  16  percent  of  the 
state's  nonprofit  hospital  beds."  Testimony  of  Mark  V  Nadel,  General  Accounting  Office,  Hear- 
ing before  the  Committee  on  Ways  and  Means  on  the  Tax-Exempt  Status  of  Hospitals,  and  Es- 
tablishment of  Charity  Care  Standards,  July  10,  1991,  p.  132. 
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1.  Exemption  from  corporate  income  tax:  The  general  concept  of  a  nonprofit 
organization  is  more  expansive  and  less  demanding  than  the  concept  of  a  tax- 
exempt  charity.  Yet  the  IRS's  current  "community  benefit"  standard  for  tax-ex- 
empt hospitals  (see  point  3  below)  looks  remarkably  like  the  "social  welfare" 
standard  for  section  501(c)(4)  nonprofit  organizations.  Thus,  hospitals  that  meet 
the  present  "community  benefit"  standard  could — and,  we  believe,  should — be 
allowed  to  continue  as  nonprofit  501(c)(4)  organizations,  even  if  they  do  not  meet 
the  more  stringent  charitable  test  for  501(c)(3)  status  that  we  suggest  in  point 
3.  As  501(c)(4)  nonprofits,  such  hospitals  would  be  exempt  from  federal  income 
tax  on  any  profits  but  would  be  ineligible  to  receive  tax-deductible  contributions, 
would  lose  any  remaining  special  eligibility  to  issue  tax-exempt  bonds  (see  point 
2),  and  might  lose  some  state  or  local  tax  breaks  that  are  conditioned  on  federal 
501(c)(3)  status. 

2.  Tax-exempt  bonds:  The  law  allowing  501(c)(3)  hospitals  to  issue  unlimited 
amounts  of  tax-exempt  bonds  apparently  was  intended  to  subsidize  and  thereby 
to  encourage  the  construction  of  hospitals.  In  many  areas  of  the  country,  howev- 
er, there  is  now  a  huge  excess  of  hospital  beds  and  very  low  utilization  rates.  So 
why  should  we  continue  to  have  costly,  open-ended  subsidies  for  often  unneces- 
sary hospital  construction  in  the  form  of  tax-exempt  financing?  Moreover,  tax- 
exempt  bonds  are  a  highly  inefficient  subsidy  even  if  we  wanted  one.  The  inter- 
est savings  to  bond  issuers  are  considerably  less  than  the  revenue  loss  to  the 
federal  Treasury,  and  the  subsidy  thereby  entEiils  a  substantial  windfall  for  high- 
income  holders  of  tax-exempt  bonds. 

Therefore,  we  recommend,  whatever  else  is  done  here,  that  the  eligibility  of 
hospitals  to  issue  tax-exempt  bonds  should  be  sharply  curtailed.  At  minimum, 
we  suggest  that  hospital  bonds  be  placed  in  the  state  volume-capped  pool  where 
they  would  have  to  compete  with  other  activities.  Even  better,  we  would  end  the 
tax-exempt  bond  subsidy  for  hospital  construction  entirely.  If  government  hospi- 
tal construction  subsidies  are  found  to  be  needed  in  specific  circimistances,  they 
should  be  provided  through  direct  spending  programs  with  oversight. 

3.  Tax-deductible  contributions:  We  would  limit  501(c)(3)  charitable  status 
to  nonprofit  hospitals  that  provide  a  substantial  level  of  charity  care,  as  required 
by  the  IRS  prior  to  1969.  (Under  our  proposals  outlined  in  points  1  and  2  above, 
501(c)(3)  statiis  would  primarily  entail  eligibility  to  receive  tax-deductible  chari- 
table contributions.) 

Currently,  to  gain  501(c)(3)  status,  the  IRS  requires  a  hospital  to  meet  a  so- 
called  "community  benefit"  standard,  based  primarily  on  the  following  factors:* 

■  A  full-time  emergency  room  open  to  all  without  regard  to  ability 
to  pay,  including  compliance  with  federal  laws  against  patient  "dumping." 
In  most  cases,  a  hospital  absolutely  must  have  a  non-discriminatory  emer- 
gency room  to  qualify  for  tax  exemption,  although  there  are  exceptions  for 
specialty  hospitals  or  in  cases  where  an  emergency  room  has  been  deter- 
mined to  be  duplicative  and  uimecessary  by  a  state  health  agency.  (Where 
there  is  an  excused  lack  of  a  full-time  emergency  room  providing  services 
to  everyone  regardless  of  ability  to  pay,  the  IRS  looks  at  "other  services 
and  activities,  such  as  provision  of  charity  care  . .  .,  to  determine  whether 
[a]  hospital  operates  exclusively  to  benefit  the  community")  Of  course, 
this  emergency  room  requirement  may  have  little  bite  for  hospitals  located 
in  affluent  areas  where  the  poor  are  unlikely  to  seek  care.^ 

■  Non-emergency  care  available  to  everyone  who  is  able  to  pay,  ei- 
ther privately  or  through  Medicare  or  Medicaid. 


"See  Announcement  92-83, 1.R.B.  1992-22,  59,  Examination  Guidelines  333,  Hospitals. 

'ironically,  hospitals  that  primarily  serve  the  affluent  may  benefit  the  most  from  charitable 
donations  under  current  law,  since  they  are  likely  to  get  more  donations  from  grateful  wealthy 
people. 
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■  An  independent  governing  board  composed  of  "civic  leaders"  rather 
than  doctors,  hospital  administrators,  etc.  (This  and  the  next  criteria  are 
designed  to  avoid  conflicts  of  interest  and  thereby  make  it  less  likely  that 
a  hospital  is  run  for  the  benefit  of  providers  rather  than  patients.) 

■  Open  admission  to  the  medical  staff  to  all  qualified  physicians  in  the 
area. 

These  are  useful  standards,  and  for  starters,  it  would  be  helpful  for  Congress 
to  endorse  them.  Most  of  these  rules  have  been  adopted  only  recently  in  response 
to  public  and  congressional  complaints — for  example,  the  anti-dumping  require- 
ment was  a  response  to  the  1985  budget  act — and  they  have  generally  never 
been  tested  in  court.  The  requirement  of  nondiscriminatory  treatment  of  Medi- 
care and  Medicaid  patients  is  said  to  be  frequently  breached.  Yet  it  may  become 
even  more  essential  if  the  administration's  health  care  plan  is  adopted  with  re- 
duced Medicare  reimbursement  rates  because  the  incentives  for  hospitals  to  try 
to  avoid  serving  government-insured  patients  may  increase.  Codifying  the  inde- 
pendent governing  board  requirement  for  both  hospitals  and  non-hospital  health 
care  providers  also  may  become  more  crucial  under  the  administration's  health 
care  reform  plan,  which  seeks  to  encourage  a  proliferation  of  non-hospital  health 
care  providers.  (The  IRS  has  lost  some  cases  where  it  attempted  to  enforce  an 
independent  community  board  requirement  on  non-hospital  health  care  provid- 
ers.) 

Even  more  important,  however,  we  do  not  think  that  the  current  standards 
go  far  enough  in  requiring  tax-exempt  hospitals  to  serve  a  truly  charitable  pur- 
pose (as  opposed  to  simply  providing  health  care,  as  for-profit  hospitals  also  do). 
Thus,  we  would  reinstate  the  pre- 1969  requirement  that  to  qualify  for  tax-ex- 
emption, a  hospital  "must  be  operated  to  the  extent  of  its  financial  ability  for 
those  not  able  to  pay  for  the  services  rendered."  If  feasible,  a  bright-line,  safe- 
harbor  test,  setting  a  certain  minimum  share  of  a  tax-exempt  hospital's  resourc- 
es that  must  be  devoted  to  care  for  the  medically  indigent,  might  be  appropriate 
here  as  well. 

Of  course,  if  the  Clinton  administration  achieves  all  of  its  goals  in  health  care 
reform,  the  population  of  medically  indigent  people  will  be  vastly  reduced.  Even 
in  today's  circumstances,  some  hospitals  in  well-off  suburban  locations  might 
find  it  difficiilt  or  impossible  to  meet  the  pre- 1969  charity  standard  that  we  pro- 
pose to  reinstate.  But  if  a  hospital  is  not  engaged  in  charitable  activity,  if  it  is 
hardly  distinguishable  from  its  non-charitable  counterparts,  then  why  should  it 
qualify  for  charitable  status? 

Conclusion:  What  Would  Change  Mean? 

If  our  suggestions  are  adopted,  the  effects  are  not  likely  to  be  large.  But  on 
the  margin,  what  would  be  likely  to  occur? 

■  Curbing  or  eliminating  hospital  tax-free  bonds  could  prevent  some  unnec- 
essary hospital  construction  and  thereby  free  up  capital  and  possibly  tax 
revenues  for  other,  more  pressing  uses. 

■  If  the  standards  for  hospital  tax  exemption  are  tightened,  some  hospitals 
might  step  up  their  charitable  activities  to  retain  their  exemptions.  Others 
might  decide  to  continue  to  focus  on  serving  paying  customers  and  forfeit 
their  exemptions,  which  could  mean  that  they  would  receive  lower  donations 
and  might  try  to  charge  a  bit  more  for  their  services.  But  fewer  tax-exempt 
hospitals  could  mean  increased  giving  to  more  deserving  charities  (includi  ng 
remaining  tax-exempt  hospitals),  which  can  then  better  serve  the  poor  or 
meet  other  501(c)(3)  goals.  Or  tougher  standards  for  hospital  tax  exemption 
could  mean  a  bit  less  in  charitable  deductions  claimed  and  therefore  provide 
added  goverim^ent  resources  to  serve  public  purposes. 

The  point  is  that  ending  or  reducing  federal  subsidies  to  non-profit  hospitals 
that  do  not  provide  much  if  any  charitable  bang  for  the  bucks  they  receive  is  not 
intended  as  a  negative  exercise.  Rather,  it  would  be  a  small  move  to  make  gov- 
ernment policy  more  efficient  in  achieving  public  goals. 
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Chairman  Rangel.  Bishop  SulHvan. 

STATEMENT  OF  THE  MOST  REVEREND  JOSEPH  M.  SULLIVAN, 
D.D.,  AUXILLUIY  BISHOP,  DIOCESE  OF  BROOKLYN,  NEW 
YORK,  ON  BEHALF  OF  THE  CATHOLIC  HEALTH  ASSOCIATION 
OF  THE  UNITED  STATES 

Bishop  Sullivan.  Mr.  Chairman,  in  my  time  this  morning  I  will 
make  three  basic  points.  First,  the  Catholic  Health  Association 
strongly  supports  President  Clinton's  goal  of  extending  universal 
coverage  to  all  Americans.  We  see  it  as  both  a  practical  and  a 
moral  necessity.  We  understand  that  universal  coverage,  however, 
does  not  mean  necessarily  universal  access  to  needed  services. 

Second,  I  want  to  alert  the  subcommittee  that  the  not-for-profit 
mission  in  the  interim  period  of  time  between  now  and  reform  is 
seriously  jeopardized.  This  is  because  of  the  cost  subsidizing  which 
goes  on  in  health  care  today  which  does  not  go  on  in  managed  care. 
Targeted  populations  are  sought  by  HMOs,  in  some  instances,  so 
that  the  HMOs  segment  the  market  and  become  cheaper  for  the 
employer.  Therefore  not-for-profit  hospitals  get  many  times  the  op- 
portunity to  serve  patients  not  preferred  by  HMOs,  at  a  cost  det- 
riment to  the  not-for-profit  hospital. 

Third,  community  benefit  standards  such  as  those  in  the  Presi- 
dent's legislation  are  an  important  way,  we  believe,  to  protect  per- 
sons at  risk  and  others  in  our  communities. 

And  so  I  just  comment  basically  on  two  of  those  points.  The  first 
one,  the  universal  coverage,  does  not  mean  universal  access.  I  can 
tell  you  in  Bedford-Stuyversant  we  have  Saint  Mary's  Hospital.  It 
has  community  clinics  that  took  the  initiative  to  move  out  into  the 
neighborhoods  where  people  do  not  have  access  either  to  adequate 
public  transportation  or  other  resources  to  make  use  of  health  care. 
Without  these  clinics  they  would  not  get  health  care.  If  Saint 
Mary's  had  not  moved  in  a  direction  to  use  what  resources  we  had 
to  create  opportunities  for  health  care,  persons  such  as  drug  ad- 
dicts, who  come  to  our  clinics,  would  not  have  access. 

For  the  many  people  who  suffer  from  inadequate  housing  and 
homelessness,  without  places  to  go  back  to,  health  services  would 
not  be  available  to  them  because  they  certainly  would  not  get  to 
the  hospital  many  times.  They  are  disabled  in  many  ways  by  their 
addiction,  and  sometimes  by  their  mental  health  status.  To  serve 
these  people,  clinics  such  as  Saint  Mary's  have  to  reach  out. 

So  I  don't  believe  that  in  many  parts  of  this  country,  either  in 
rural  communities,  or  in  inner  cities,  that  just  by  the  fact  that  you 
have  a  card  and  coverage  will  necessarily  mean  you  will  get  access. 
There  needs  to  be,  I  think,  an  aggressive  action  on  the  part  of 
health  care  facilities  and  institutions  and  agencies  to  move  out  into 
these  communities.  They  must  make  what  is  available,  in  a  sense, 
by  law  and  right,  truly  available.  This  will  not  occur  if  there  are 
not  people  willing  to  stretch. 

I'll  give  you  an  example  in  our  diocese.  We  have  many  undocu- 
mented people.  They  refuse  to  go  to  the  public  hospital  because 
they  are  afraid  to  be  identified.  And  our  facilities  deliver  their  ba- 
bies because  we  are  able  to  get,  in  some  instances,  doctors  to  volun- 
teer and  the  hospital  to  pick  up  the  cost  of  their  hospitalization. 


60 

The  third  point  is  about  the  community  benefit  standards.  Back 
in  the  middle  1980s,  among  the  membership  of  Catholic  Health  As- 
sociation, there  was  great  concern  whether  we  were  veering  from 
what  was  our  traditional  mission.  We  asked  why  we  should  be  in 
this  ministry.  This  concern,  I  think,  was  largely  created  by  the 
competitive  nature  of  deregulation  and  the  movement  toward  a 
competitive  marketplace.  We  felt  that  competition  was  not  the  rea- 
son we  were  in  health  care.  We  weren't  in  it  to  make  money,  we 
certainly  weren't  in  it  to  segment  the  market;  we  started  out  be- 
cause we  intended  to  serve  the  poor  and  the  sick.  So  we  wrote  a 
book  called  "No  Room  in  the  Marketplace"  which  described  that  to 
a  large  extent,  poor  people  could  not  get  care.  Then  we  developed 
our  own  standards  of  what  "community"  means  when  we  talk  about 
"community  benefits."  We  also  wrote  this  Social  Accountability 
Budget  as  a  way  for  all  of  our  members  to  include  community  bene- 
fits in  their  budgets  and  their  planning  processes.  The  book  had 
them  identify  in  their  planning  and  budget,  in  dollar  amounts, 
what  they  were  doing  that  was  really  charity  care  and  what  was 
uncompensated  care. 

Not  only  our  own  hospitals  use  this,  but  many  other  nonprofit 
hospitals  asked  us  for  copies.  Some  of  our  staff  served  as  consult- 
ants to  Texas,  charged  to  define  more  clearly  community  benefits. 

We  believe  that  there  is  a  need  for  not-for-profit  hospitals  to  jus- 
tify their  purpose.  And  as  you  indicated  before,  if  you  are  in  a 
wealthy  community  and  there  doesn't  seem  to  be  any  overwhelming 
need  for  poor  people,  there  ought  to  be  a  way  that  a  hospital  could 
twin  with  an  inner-city  hospital  or  a  rural  community. 

I  will  give  you  another  example.  At  the  Sisters  of  Mercy  Hospital 
board  that  I  serve  on  in  St.  Louis,  we  are  taking  the  profit  we 
made  last  year  and  are  building  a  hospital  in  Laredo,  Tex.,  in  a 
community  where  many  people  believe  we  will  be  lucky  to  break 
even,  even  under  health  care  reform.  We  realize  that  the  only  way 
we  can  justify  our  mission  is  to  use  our  resources  to  spread  services 
in  a  community  that  does  not  have  adequate  service  at  the  present 
time. 

We  are  doing  the  same  in  rural  Missouri.  We  did  the  same  in 
Little  Hot  Springs,  Ark.  We  moved  out  into  the  community. 

We  had  to  close  a  hospital  because  it  was  no  longer  necessary  in 
Jackson,  Miss.  So  instead  of  operating  a  hospital,  we  created  a  mo- 
bile clinic  and  we  went  around  delivering  services  to  mothers  and 
children  in  poor  communities. 

So  I  believe  there  is  almost  no  community  where  there  isn't  some 
need.  But  if  there  was  that  Utopian  community,  there  ought  to  be 
some  expectation  that  those  who  have  it  ought  to  spread  it  around. 
And  there  is  an  easy  enough  way,  it  seems  to  me,  in  any  or  almost 
any  region  for  hospitals  to  find  other  people  who  go  without  access 
to  care.  So  we  believe  that  there  is  a  need  for  us  to  measure  up 
to  it. 

New  York  State  passed  a  law  in  1990.  It  says  we  have  to  assess 
the  community  health  status,  we  have  to  plan,  we  have  to  report 
publicly  to  the  community,  and  on  an  annual  basis,  we  have  to 
make  a  public  report  on  our  community  service.  This  goes,  not  to 
the  legislature,  but  out  to  our  own  communities.  And  I  think  that 
accountability  to  our  communities  is  holding  us  to  what  we  believe 


61 

was  our  original  mission.  So  in  some  ways  the  State  of  New  York — 
by  defining  more  clearly  for  us  what  is  their  expectation  of  our  par- 
ticipation as  nonprofit  institutions,  is  holding  us  to  what  we  basi- 
cally said  we  were  doing  in  the  first  place  or  should  be  doing  in 
the  first  place. 

So  I  believe  that  the  President  is  going  in  the  right  direction.  I 
think  there  ought  to  be  some  community  standards  and  I  think 
there  always  will  be — in  any  health  care  reform  system  people  who 
will  not  get  access  unless  nonprofit  institutions  with  a  motivation 
that  they  are  there  to  serve  the  community.  These  institutions  are 
not  there  to  make  a  return  on  their  investment,  they  are  really 
there  to  serve  the  community. 

Thank  you. 

Chairman  Rangel.  Thank  you.  Bishop. 

[The  prepared  statement  follows:! 
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Committee  on  Ways  and  Means 

December  14,  1993 


The  Catholic  Health  Association  of  the  United  States  is  pleased  to  present 
views  on  the  role  of  tax  exempt  hospitals  and  healthcare  reform. 

The  Catholic  Health  Association  is  a  national  organization  of  over  1  200 
Catholic  hospitals  and  long-term  care  facilities,  their  sponsoring 
organizations  and  systems.  Throughout  our  seventy-eight  year  history, 
CHA  has  taken  a  leadership  role  in  advocating  high  standards  of 
healthcare  for  all  persons.  Care  and  services  to  the  poor  -  whether  it  be 
in  inner  cities,  the  primary  focus  of  this  hearing,  in  rural  areas,  or 
elsewhere  -  has  been  of  particular  concern  to  this  association  and  our 
membership. 

Since  1986,  the  Catholic  Health  Association  has  been  a  consistent 
advocate  for  universal  coverage  in  a  redesigned  healthcare  system.  Our 
healthcare  reform  proposal,  Setting  Relationships  Right:  A  Proposal  for 
Systematic  Healthcare  Reform,  includes  many  of  the  features  of  the 
President's  "Health  Security  Act." 

CHA's  proposal  is  anchored  in  six  fundamental  values  which  are  rooted 
in  the  Judaic-Christian  tradition: 

•         Healthcare    is    a    service,    not    a    mere    commodity    to    be 
exchanged  for  profit. 

Public  policy  must  serve  the  common  good. 
Every  person  is  the  subject  of  human  dignity. 
The  needs  of  the  poor  should  receive  special  priority. 
The  must  be  effective  stewardship  of  resources. 
Tasks     should     be     performed     at     appropriate     levels     of 
organizations. 

Applied  to  the  discussion  of  the  Subcommittee  today,  these  values  lead 
to  the  following  principles: 

Public  policy  should  encourage  the  service  orientation  of  the 

healthcare  system. 

Focusing    on   the   common   good,    not-for-profit   healthcare 

providers   sh^i'd   -e'-.pond  to  broad  community  needs,   not 

solely  the  neeus  or  an  enrolled  population. 

Every  person  has  the  right  to  access  high  quality  healthcare 

services. 

There  will  continue  to  be  a  need  for  mission-driven  healthcare 

providers  who  view  the  provision  of  services  to  the  poor  as  a 

moral  priority. 

Local  community  members  are  in  the  best  position  to  evaluate 

whether   their   healthcare    organizations    fulfill    a   charitable 

purpose. 
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The  Catholic  Health  Association  has  also  taken  a  leadership  role  in 
advocating  tax-exempt  not-for-profit  healthcare  facilities  be  accountable 
to  their  communities.  In  1  989,  CHA  published  The  Social  Accountability 
Budget:  A  Process  for  Planning  and  Reporting  Community  Service  in  a 
Time  of  Fiscal  Constraint.  It  has  been  widely  used  within  and  beyond 
Catholic  healthcare.  We  also  developed,  with  the  American  Association 
of  Homes  for  the  Aging,  a  version  of  the  document  for  nonprofit  long 
term  care  facilities. 

Last  year,  after  consultation  with  Catholic  and  other  not-for-profit 
healthcare  leaders,  CHA  developed  and  distributed  "Standards  for 
Community  Benefit,"  calling  for  development  of  community  benefit  plans 
that  describe  how  tl  i  facility  will  address  community  needs  and 
problems,  particularly  those  of  the  poor,  frail  elderly,  minorities  and  other 
underserved  and  disadvantaged  persons.  The  standards  are  attached  to 
this  testimony. 


CATHOLIC  HEALTH  ASSOCIATION  POSITION  ON  CONTINUING  TAX 
EXEMPTION  OF  NOT-FOR-PROFIT  HOSPITALS 

The  Catholic  Health  Association  believes  that  the  promise  of  health  care 
reform  for  near-universal  access  to  healthcare  services  and  elimination  of 
most  uncompensated  care  does  not  alter  the  appropriateness  or  necessity 
of  granting  federal  tax  exemption  to  not-for-profit  healthcare  organizations 
that  provide  community  benefit.  We  urge  this  subcommittee  to 
recommend  retention  of  tax  exemption  for  qualified  not-for-profit 
hospitals. 

Our  testimony  will  describe  three  primary  reasons  for  continued  tax 
exemption  of  community  benefit  healthcare  organizations. 

•  Healthcare    is    traditionally    and    ideally    a    service,    not    a 

commodity  that  responds  well  to  competition  and  commercial 
forces.  Tax  exemption  helps  preserve  the  service  orientation 
of  healthcare  organizations. 

•  Not-for-profit  hospitals  will  continue  to  have  a  role  in  serving 
the  poor  and  disadvantaged.  Even  in  a  most  generously 
designed  healthcare  system,  some  individuals  and 
communities  (especially  rural  and  inner-city  locations)  will  not 
be  well  served.  They  will  remain  dependent  on  not-for-profit 
providers  establishing  services  in  their  areas. 

•  The  communit"  benefit  role  of  not-for-profit  hospitals  goes 
beyond  free  care  to  the  poor.  Programs  and  services  for  the 
broader  community  will  continue  to  be  characteristic  of  these 
institutions  as  they  work  independently  and  collaboratively  to 
address  community-wide  health  problems  and  needs. 
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Healthcare  as  a  Service 


The  history  of  hospitals  is  one  of  religious  and  community  leaders 
responding  to  needs  of  communities  by  creating  services  and  shelter  to 
the  poor,  sick,  dying,  and  elderly.  The  first  hospitals  were  mission-driven 
in  the  truest  sense  of  the  term.  There  was  little  or  no  compensation  for 
services  and  members  of  communities  supported  these  early  institutions 
with  financial  and  volunteer  assistance. 

As  the  healthcare  system  changed  in  the  types  of  persons  served, 
services  provided,  and  the  availability  of  government  and  private 
financing,  healthcare  remained  and  is  today,  fundamentally  a  service.  It 
is  performed  best,  we  believe,  by  mission-driven  organizations  carrying 
out  their  mission  in  contemporary  terms. 

CHA  has  joined  members  of  this  committee  and  others  in  being  concerned 
that  commercial  values  and  the  competitive  environment  in  which 
healthcare  facilities  have  operated  in  recent  years  have  had  a  negative 
effect  on  the  essential  service  and  community  orientation  of  many  not-for- 
profit  healthcare  providers. 

We  believe  that  healthcare  reform  could  aggravate  this  competitive 
environment  and  further  encourage  commercial  behavior  by  not-for-profit 
healthcare  facilities.  Healthcare  reform,  as  currently  being  discussed, 
shifts  financial  risk  from  purchasers  of  healthcare  (government  and 
employers)  to  providers.  Healthcare  plans  and  providers  would  be  forced 
to  compete  on  the  basis  of  cost  as  well  as  quality  and  services.  While  it 
is  hoped  that  these  developments  will  result  in  the  desired  lower  cost  and 
higher  quality,  they  also  present  threats  to  the  service  and  community 
orientation  of  providers. 

Intense  price  competition  in  some  communities  could  unleash  commercial 
influences  that  overwhelm  the  professional  and  service  ethos  in  American 
healthcare.  Unless  healthcare  reform  and  related  policies  retain  and 
improve  incentives  for  a  strong  service  orientation,  the  result  could  be 
excessive  commercialization  and  an  inadequate  focus  on  the  needs  of 
persons  and  communities. 

Tax  exemption,  with  its  requirements  for  community  benefit  and 
prohibitions  against  private  inurement  and  private  benefit,  is  one 
safeguard  against  commercial  values  overtaking  the  professional  and 
service  orientation  of  individual  not-for-profit  facilities  and  the  healthcare 
system  as  a  whole. 

We  support  provisions  in  thp  Health  Security  Act  that  call  for  tax  exempt 
providers  to  assess  tne  nuaitncare  needs  of  their  communities  and 
develop  plans  to  meet  those  needs.  Whether  additional  standards 
concerning  private  inurement,  private  benefit  and  community  benefit  will 
be  needed  is  yet  to  be  seen.  We  can  see  merit  in  putting  into  the  tax 
code  requirements  that  general  service  hospitals  have  emergency  rooms 
and  that  tax  exempt  hospitals  not  discriminate  against  Medicare  and 
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Medicaid  patients.  Nevertheless,  we  recommend  the  advisability  of  such 
requirements  be  thoroughly  considered. 

In  the  meantime,  as  the  system  evolves,  we  urge  the  Internal  Revenue 
Service  continue  scrutiny  of  tax  exempt  healthcare  provider  business 
practices  and  continue  to  provide  guidance  in  the  form  of  General  Counsel 
Memoranda  and  other  issuances  that  give  direction  to  healthcare 
providers  and  others  in  the  formation  of  not-for-profit  healthcare  networks 
and  plans. 


Hospitals'  Charitable  Purpose  Continues:  Care  of  the  Poor 

The  "charitable  purpose"  basis  for  tax  exemption  has  historically  had  a 
dual  interpretation:  relief  of  poverty  and  community  benefit.  The  Catholic 
Health  Association  believes  that  not-for-profit  tax  exempt  healthcare 
organizations  should  and  will  continue  to  demonstrate  that  they  serve  a 
charitable  purpose  under  both  interpretations. 

CHA  believes  that  there  will  be  a  continuing  role  and  responsibility  for 
not-for-profit,  tax  exempt  healthcare  organizations  to  serve  the  poor  and 
disadvantaged.  This  is  because  it  is  unlikely  that  even  the  most 
generously  designed  reform  package  will  address  all  needs  of  all  people, 
especially  those  who  have  historically  been  underserved. 

Aside  from  persons  outside  of  the  new  healthcare  system,  we  believe 
that  universal  coverage  will  not  necessarily  mean  universal  access  to 
healthcare  services,  nor  will  it  mean  universal  care  for  all  healthcare 
needs. 

Persons  who  are  poor  and  others  currently  going  without  healthcare 
services  may  fail  to  properly  use  the  new  system.  Lack  of  an  ability  to 
cope  with  government  bureaucracies  and  other  struggles  of  daily  living 
prevent  many  low  income,  low  literacy  and  other  troubled  persons  from 
taking  advantage  of  programs  available  to  them.  Under-enrollment  in  the 
Special  Supplemental  Food  Program  for  Women,  Infants,  and  Children 
(WIC),  Early  and  Periodic  Screening,  Diagnosis,  and  Treatment  (EPSDT), 
and  Medicaid  give  evidence  of  this  phenomenon.  It  will  be  necessary  for 
healthcare  providers  to  reach  out  to  these  persons  and  families,  enroll 
them  into  the  healthcare  system,  and  teach  them  how  to  use  healthcare 
services  in  a  more  effective  way  than  they  have  in  the  past. 

Another  problem  that  will  persist  for  persons  struggling  with  poverty  and 
other  hardships  is  that  some  providers  may  not  wish  to  treat  them, 
despite  more  equitable  firi?inr'nq  and  other  safeguards  designed  to  avoid 
discrimination.  Today,  ano  piodictably  in  the  future,  some  providers  will 
shun  persons  who  are  poor,  are  part  of  minority  groups  or  have  certain 
physical  or  mental  disabilities.  Their  reason  may  be  outright  prejudice  or 
the  belief  that  such  persons  present  language,  literacy  or  other  problems 
that  take  excessive  resources. 
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In  fact,  our  experience  shows  that  many  low  income  and  multi-problem 
persons  and  families  do  require  additional  attention  and  services  to 
adequately  address  their  needs.  We  have  found  that  other  providers  are 
not  always  prepared  or  willing  to  respond  to  these  needs.  Therefore,  our 
communities  will  continue  to  need  charitable  healthcare  organizations, 
driven  by  community  needs,  with  an  historical  mission  of  service  to  the 
disenfranchised  and  particular  expertise  in  reaching  out  and  providing 
services  to  these  populations. 

It  is  also  likely  that  enrolled  persons  will  not  have  all  health  and  health 
related  needs  met  in  the  new  system  of  care.  Even  a  fairly 
comprehensive  benefits  package  may  not  include  needed  over-the-counter 
medicines  and  appliances,  transportation  to  health  services,  counselling, 
and  some  desired,  but  not  life  saving,  procedures  and  treatments.  Low 
income  persons  enrolled  in  the  network  are  likely  to  continue  to  need 
some  free  and  discounted  services  and  supplies. 


Hospitals'  Charitable  Purpose  Continues:  Community  Benefit 

The  parallel  definition  of  "charitable"  is  providing  benefits  to  the  broad 
community.  This  too,  can  characterize  a  tax-exempt  healthcare 
organization  in  a  reformed  healthcare  system  because  the  community 
benefit  role  of  not-for-profit  hospitals  goes  beyond  serving  the  poor  and 
disadvantaged. 

The  Catholic  Health  Association  believes  that  communities  will  continue 
to  need  the  type  of  community  benefit  services  not-for-profit  tax  exempt 
hospitals  provide  when  they  respond  to  community  need  and  help  build 
community-wide  responses  to  those  needs.  Such  services  not  only  affect 
the  poor  and  other  special  needs  persons,  but  the  broader  community  as 
well.  These  benefits  to  the  broader  community  include  policies  and 
programs  that 

•  Improve  the  health  of  persons  in  the  community,  and 

•  Improve  the  overall  health  of  the  community,  preventing  wide 
spread  disease  and  injury  and  acting  on  societal  problems  that 
tend  to  cause  disease  and  injury. 

Not-for-profit  tax  exempt  facilities  will  continue  to  work  directly,  in 
collaboration  with  partners  in  their  health  networks  or  other  healthcare 
providers  and  with  local  and  state  health  departments  to  address  these 
community-wide  issues.  Some  examples  of  community  benefit  services 
that  will  continue  to  be  provir^e^i  by  not-for-profit  healthcare  organization 
include: 

•  Being  part  of  community-wide  efforts  to  decrease  infant 
mortality  and  morbidity,  to  protect  children  against  vaccine 
preventable  disease,  to  address  the  problem  of  violence  in  the 
community  and  to  help  homeless  families. 
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Reaching  out  to  minorities,  the  poor  and  other 
underserved  persons,  whether  or  not  they  are  enrolled.  I 

This  could  include  providing  multi-lingual  information  on 
child  health  or  offering  employment  opportunities  to 
persons  who  are  developmentally  disabled. 

Implementing  programs  that  promote  health  and  avoid  injury 
and  illness  through  campaigns  to  decrease  teen  drinking, 
promoting  the  use  of  car  seats  for  toddlers,  and  instituting 
surveillance  systems  for  detection  of  unusual  incidence  of 
cancer,  certain  infection  or  other  possible  indications  of 
systemic  community  health  problems. 


Summary 

The  welcome  introduction  of  systemic  healthcare  reform  with  universal 
access  to  comprehensive  healthcare  services  and  improved  delivery  of 
services  through  integrated  networks  of  providers  will  not  eliminate  the 
need  for  community  oriented,  charitable  healthcare  organizations. 

Not-for-profit  tax-exempt  hospitals  demonstrate  that  they  fulfill  a 
charitable  purpose  by  continuing  their  founders'  tradition  of  service, 
reaching  out  to  the  poor  and  underserved  and  by  exhibiting  concern  for 
the  broad  community.  As  the  healthcare  system  changes,  this  service 
orientation  and  community  benefit  role  should  continue  to  be  a  dominant 
characteristic  not-for-profit  hospitals  and  the  American  healthcare  system 
and  not-for-profit  hospitals. 

In  conclusion,  tax  exempt;  charitable  healthcare  organizations  that  are 
community  oriented  and  hold  to  the  principal  "the  poor  have  a  moral 
priority"  and  are  committed  to  responding  to  community  need  will 
continue  to  need  and  deserve  tax  exemption. 


CHA 
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Cathouc  Health  Association 
Standards  for  Community  Benefit 

As  members  of  the  Catholic  Health  Association  of  the  United  States,  we  share  a  historical 
mission  and  tradition  of  community  service.  In  order  to  continue  our  tradition  of 
providing  benefit  to  the  community,  we  affirm  that: 

L  The  organization's  mission  statements  and  philosophy  should  reflect  a  commitment 
to  benefit  the  community  and  that  policies  and  practices  be  consistent  with  these 
documents  including 

■  Consideration  of  operational  and  policy  decisions  in  light  of  their  impact  on  the 
community  served,  especially  the  poor,  the  frail  elderly,  and  the  vulnerable 

■  Adoption  of  charity  care  policies  that  are  made  public  and  are  consistently  applied 

■  Incorporation  of  community  healthcare  needs  into  regular  planning  and 
budgeting  processes 

2.  The  governing  body  should  adopt,  make  public,  and  implement  a  community  benefit 
plan  that 

■  Defines  the  organization's  mission  and  the  community  being  served 

■  Identifies  unmet  healthcare  needs  in  the  community,  including  needs  of  the  poor, 
frail  elderly,  minorities,  and  otlier  medically  underserved  and  disadvantaged 
persons 

■  Describes  how  the  organization  intends  to  take  a  leadership  role  in  advocating 
community-wide  responses  to  healthcare  needs  in  the  community 

■  Describes  how  the  organization  intends  to  address,  directly  and  in  collaboration 
with  physicians,  other  individuals,  and  organizations 

Particular  or  unique  healthcare  problems  of  tlie  community 

Healthcare  needs  of  the  poor,  the  frail  elderly,  minorities,  and  other 
medically  underserved  and  disadvantaged  persons 

■  Describes  how  the  organization  sought  the  views  of  the  community  being  served 
and  involved  community  members  and  other  organizations  in  identifying  needs 
and  developing  the  plan 

3.  The  healthcare  organization  should  provide  community  benefits  to  the  poor  and  the 
broader  community  that  are  designed  to 

■  Comply  with  the  community  benefit  plan 

■  Improve  health  status  in  the  community 

■  Promote  access  to  healthcare  ser\'ices  for  all  persons  in  the  community 

■  Contain  healthcare  costs 

4.  The  organization  should  make  available  to  the  public  an  annual  community  benefit 
report  that  describes  the  scope  of  community  benefits  provided  directly  and  in 
collaboration  with  others. 


Approved  by  CHA's  Board  of  Trustees 
April  1992 
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Chairman  Rangel,  I  think  there  is  a  consensus  here  that  there 
is  a  need  for  tax  exemption,  but  it  is  a  cost.  It  does  reduce  the  reve- 
nue that  our  country  gets  and  that  we  should  dispense  it  where 
there  is  a  need  to  provide  a  service  that  the  government  is  not 
mandating.  And,  that  there  should  be  criteria  that  would  be  able 
to  separate  those,  for  whatever  reason — don't  have  an  opportunity 
or  seem  not  to  provide  that — in  a  way  that  is  meaningful,  rather 
than  responding  to  community  needs  which  may  not  be  based  on 
poverty  or  lack  of  need. 

Now,  I  read  that  one  way  or  the  other  from  everyone,  but  from 
the  American  Bar  Association,  I  don't  know  what  I  heard.  Have 
you  taken  a  position  that  hospitals  who  respond  to — that  provide 
health  care  and  they  are  not-for-profits,  and  they  can  respond  to 
community  needs  even  if  they  are  located  in  an  affluent  area  where 
the  needs  are  less  than  in  some  other  area,  that — as  the  President 
has  stated  it,  that  the  bar  supports  it? 

Mr.  Ferguson.  Mr.  Chairman,  I  may  have  been  reflecting  on  the 
limitations  of  lawyers  in  my  testimony,  which  is  an  interest  in  the 
details  and  a  sense  of  underqualification  to  speak  in  broad  policy 
terms. 

I  remember  testifying  before  you  shortly  after  leaving  office  as 
Assistant  Attorney  General  for  the  Tax  Division  in  the  Carter  ad- 
ministration on  the  change  of  position  that  the  new  administration 
then  had  taken  with  respect  to  the  Bob  Jones  and  Goldsboro  Chris- 
tian schools  cases,  where  I  urged  you  and  the  committee  that  it 
was  an  unavoidable  duty  of  the  Treasury  Department  to  judge 
what  is  a  charitable  purpose  and  what  is  not  a  charitable  purpose. 
And  that  duty  is  not  an  easy  one,  but  it  could  not  be  simply  shoved 
aside  as  irrelevant  to  taxation. 

I  think  we  see  again  here  this  morning  that  the  question  of  de- 
fining what  are  community  needs  is  a  very  large  task,  but  is  un- 
avoidable in  judging  tax-exempt  status.  The  position  of  the  Internal 
Revenue  Service  through  the  years  has  defined  community  needs 
not  only  in  terms  of  health  care,  but  also  in  terms  of  other  func- 
tions which  hospitals  have  traditionally  performed — teaching,  pro- 
grams for  disease  prevention  and  so  forth — which  were  discussed 
by  Mr.  Foley.  Necessarily,  this  bill  has  raised  the  question  again, 
what  precisely  are  the  policy  underpinnings  of  tax  exemption? 

The  section  501(c)(3)  tax  exemption  is  a  mighty  engine  in  terms 
of  financing  qualified  hospitals  and  other  health  care  organizations. 
But  the  Tax  Section  of  the  ABA  would  be  both  premature  and,  I 
think,  way  out  of  line  in  trying  to  suggest  to  this  committee  what 
the  answer  to  that  important  question  is. 

Chairman  Rangel.  OK  That  is  fair  enough.  And  assuming  that 
your  position  is  that  of  the  subcommittee  and  not  the  national  asso- 
ciation, then  I  would  ask  you  what  your  position  would  be  just  as 
a  lawyer  under  your  understanding  of  the  law^and  certainly  you 
would  not  be  binding  your  subcommittee.  But,  if  I  had  10  doctors 
that  were  interested  in  charging  normal  fees,  but  they  sure  didn't 
want  any  Medicaid  or  Medicare — I  mean,  they  would  not  over- 
charge. And,  they  wanted  the  best  possible  return  for  their  serv- 
ices, and  they  had  an  opportunity  to  get  a  building,  nonprofit,  from 
the  mayor  in  an  affluent  area  where  the  illnesses  are  exotic  but 
not — really  not  nearly  what  you  find  in  the  poorer  community,  and 
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there  wouldn't  be  a  limit  really  on  how  much  the  doctors'  salaries 
would  be  or  those  that  care  for  them  or  the  surroundings  that 
would  be  there. 

And  I  would  come  to  you  and  say  that  it  is  my  understanding 
that  we  are  going  to  have  a  lot  of  stress  control  classes  and  nutri- 
tion classes  and  the  things  that  they  do  on  the  boats.  Would  you 
tell  me  that  there  is  something  I  should  watch  out  for  if  I  intended 
to  go  in  that  direction?  Is  there  something  that  I  am  missing,  after 
you  listen  to  Mr.  Foley — that  I  should  be  very  careful,  that  I  may 
not  get  that  status?  Do  you  see  anything  that  I  have  said  to  you 
that  would  prevent  me  from  getting  tax-exempt  status? 

Mr.  Ferguson,  Well,  if  we  are  talking  about  current  law 

Chairman  Rangel.  No,  no,  no,  please,  I  am  talking — Foley  was 
talking  about  the  new,  the  new  way  you  could  provide,  take  care 
of  the  community  needs.  And  I  am  going  to  a  community  that  is 
not  going  to  have  heavy  lifting  in  terms  of  needs,  but  they  need  a 
lot  of  education  and  they  have  got  to  know  a  lot  more  about  how 
to  live  well. 

But  I  am  asking  your  advice  as  a  lawyer.  I  want  to  know,  do  you 
see  anything  under  what  Mr.  Foley  has  said  that  you  should  tell 
me  to  watch  out  for  that,  because  there  is  a  loophole  there  that  I 
may  fall  into? 

Mr.  Ferguson,  I  remember  years  ago  a  tax  lawyer  testifying  be- 
fore this  committee  saying  that  the  more  technical  you  make  the 
law,  the  more  details  are  created,  the  more  likely  it  is  that  tax- 
payers will  find  an  advantage  in  the  law. 

Chairman  Rangel.  Forget  my  motivation.  You  are  going  to  be 
paid  well  for  advising  me,  so  all  I  am  asking  is  not  to  give  me  what 
Bishop  Sullivan  will  give  me,  just  tell  me  legally  whether  or  not 
there  are  some  legal  problems  I  may  face  witn  the  IRS,  based  on 
what  you  heard  this  morning. 

I  don't  see  any  and  I  am  just  trying  to  see  whether  I  am  missing 
something.  I  am  certain  that  there  will  be  testimony  this  morning, 
and  they  will  enlighten  me,  and  perhaps  I  will  be  all  right.  I  hope 
that  staff"  sometime  can  think  about — unless  there  are  reasons  not 
to  do  it — mixing  the  panels,  so  that  the  people  that  are  out  there 
burning  to  respond  to  this  question — ^but  all  I  know  is  that  there 
are  less  and  less  dollars  out  there,  and  we  are  going  to  have  the 
responsibility  about  how  we  use  them. 

And  the  way  the  Budget  Office  sets  this  up  automatically,  before 
anyone  applies  for  exemption,  they  charge  this  to  the  budget  as 
though  everyone  used  it  in  the  United  States  of  America,  and  you 
start  out  with  that  loss  in  your  budget.  And  so  it  would  seem  to 
me  that  there  is  absolutely  no  diff*erence  in  tax  exemption  than,  ac- 
tually, expenditures  in  giving  people  money. 

And  it  just  doesn't  make  sense  to  me  that  we  should  be  giving 
hospitals  money  that  may  not  need  it  for  health  care,  while  other 
hospitals,  merely  because  of  their  location,  find  that  their  commu- 
nity needs  will  never  be  taken  care  of  And  it  seems  like  we  should 
try  to  find  some  way  to  take  limited  resources  to  deal  with  the 
major  problems. 

That  is  not  a  lawyer's  problem.  It  is  not  the  ABA's  problem.  You 
are  supposed  to  just  tell  us  about  the  law.  So  as  far  as  you  are  con- 
cerned, no  matter  what  we  do,  you  just  want  it  in  ways  that  would 
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cause  the  lawyers  the  least  amount  of  problems  in  terms  of  trying 
to  interpret  it  for  their  clients. 

Mr.  Ferguson.  I  think  what  we  are  interested  in  is  causing  the 
country  the  least  amount  of  problems,  and  we  think  that  there  are 
a  number  of  general  ideas  hovering  in  this  legislative  initiative 
which  need  definition,  clarification,  and  a  lot  of  decisions  yet  to  be 
made  by  Congress. 

Chairman  Rangel.  But  I  am  saying  that  your  job  isn't  really 
dealing  with  health  care.  You  are  there  to  help  the  country  to  bet- 
ter understand  what  we  intended.  And  what  we  intended,  you  are 
saying,  is  really  none  of  the  ABA's  business;  you  just  want  to  make 
certain  that  we  are  precise,  we  are  not  vague,  so  that  you  will  save 
the  money  in  the  courts.  Now 

Mr.  Ferguson.  I  think  you 

Chairman  Rangel.  The  lawyers  on  your  subcommittee,  are  most 
of  them  doctors  that  do  health  care  law? 

Mr.  Ferguson.  The  great  majority  of  the  members  of  the  Tax 
Section  have  little  or  no  experience  in  health  care  law.  There  are 
a  number  of  members  of  the  section  who  have  a  great  deal  of  expe- 
rience in  the  tax  aspects  of  health  care,  and  they  prepared  our  sub- 
mission today. 

Chairman  Rangel.  OK  So  your  testimony  is  just  based  on  the 
precision  of  the  laws  that  was  presented  and  what  we  are  going  to 
do  in  the  future,  and  you  volunteered  to  help  us  once  we  decide  the 
direction  that  we  want  to  go 

Mr.  Ferguson.  Yes,  sir. 

Chairman  Rangel  [continuing].  To  help  reach  that.  And  so  if  I 
were  to  ask  you  to  take  into  consideration  the  testimony  that  has 
been  received  today  and  to  believe  that  we  are  going  to  have  a  lot 
of  real  health  care  needs,  notwithstanding  the  passing  of  this  bill, 
and  that  we  will  ask  staff  to  give  you  the  billions  of  dollars  that 
we  lose  in  revenue  based  on  the  exemption,  and  ask  whether  or  not 
you  can  find  an  equitable,  legal  way  to  redistribute  the  benefit  to 
those  hospitals  that  have  the  greatest  need;  and  then  you  could 
help  us  with  the  language  without  getting  involved  in  the  sub- 
stance. 

Mr.  Ferguson.  I  think  that  is  our  goal,  yes,  sir. 

Chairman  Rangel.  That  wouldn't  adversely  affect  the  mission  of 
my  brother  members  of  the  bar? 

Mr.  Ferguson.  Not  at  all,  Mr.  Chair. 

Chairman  Rangel.  Well,  listen,  I  am  going  to  take  you  up  on 
that  offer. 

Mr.  Ferguson.  Thank  you. 

Chairman  Rangel.  Ms.  Kitchen,  you  are  really  saying  that 
Texas,  the  administration  in  Texas,  believes  that  these  standards 
are  too  vague,  and  really  that  you  have  higher  standards  required 
in  order  to  enjoy  tax  exemption.  Is  that  basically  your  statement? 

Ms.  Kitchen.  That  is  correct.  We  also  believe  that  when  you  talk 
about  community  benefits,  that  that  broad  term  includes,  nec- 
essarily, charity  care,  that  charity  care  is  a  subset  of  these  other 
community  benefits.  And,  yes,  our  Texas  statute  is  more  specific 
than  section  7601. 

Chairman  Rangel.  Could  I  just  ask — not  for  the  record,  but  to 
get  a  feel — is  there  anyone  that  is  going  to  testify  out  there  that 
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would  believe  that  charity  should  not  be  included  as  a  test  for  tax 
exemption?  Just  throw  up  your  hand.  Because  we  may  not  have  a 
problem  here.  OK 

Well,  assuming,  Bishop,  that  this  was  a  consensus  and  we  had 
to  go  to  the  mat,  say  in  New  York  City,  would  the  archdiocese  be 
prepared  to  get  involved  in  this?  Because  it  would  be  a  real  politi- 
cal problem  here,  as  we  try  to  determine  what  it  should  be. 

And  you  are  saying,  of  course,  you  are  guided  by  spiritual  pur- 
poses and  some  people  want  to  make  money  in  a  not-for-profit  set- 
ting. And  they  are  not  moralists,  they  just  say,  hey,  we  want  the 
benefits  and  we  are  not  looking  for  stockholders'  return. 

Bishop  Sullivan.  Well,  let  me  say,  I  don't  speak  for  the  arch- 
diocese, as  you  know,  and  I  probably  don't  even  speak  for  the  dio- 
cese of  Brooklyn.  I  am  here  today  for  the  Catholic  Health  Associa- 
tion. I  am  probably  even  now  speaking  for  myself,  all  right,  and 
seeing  what  I  think  you  posed  as  a  question. 

It  strikes  me  that  in  terms  at  least  from  our  orientation  and  our 
mission,  for-profit  does  not  make  sense  to  us  in  the  health  care 
field;  all  right?  So  making  profits,  and  not-for-profit  that  generates 
a  positive  bottomline,  I  think  it  has  a  primary  responsibility,  how 
does  it  use  that  resource  to  pour  back  into  the  community,  to  make 
available  to  the  community  what  the  community  needs. 

And  I  feel  myself— I  mean,  as  Mr.  Mclntyre  went  back  over  the 
history,  we  thought,  you  know,  the  1960s  would  have  solved  pov- 
erty. Well,  we  know  it  didn't  happen,  and  I  don't  believe  health 
care  reform  will  solve  the  problem  of  poverty.  I  mean,  I  think  there 
will  be  poor  people,  they  may  have  access  to  care  or  at  least  poten- 
tially access  to  care,  so  they  will  not  be  described  as  poor  as  a 
health  situation,  but  there  will  still  be  major,  major  problems  I 
think  in  this  country  around  unemployment,  around  housing, 
around  difficult  stress  problems  in  terms  of  violence,  and  the  prob- 
lem of  education.  So  it  iust  strikes  me  that  any  time  we  are  in 
this — and  to  me  what  I  nope  that  we  could  see  in  the  health  care 
field  is  that  we  see  health  care  as  not  so  narrowly  defined  as  only 
a  medical  reality.  It  is  a  social  reality. 

We  have  got  an  ailing  society.  We  have  got  a  sick,  in  many  ways, 
society,  that  needs  healing.  And  the  way  we  go  about  health  care 
reform,  I  think  we  have  to  see  it  as  a  beginning  of  a  process  of  real- 
ly trying  to  generate  healing  in  the  American  culture  and  the 
American  society. 

We  are  seeing  the  endline  of  all  the  problems  that  are  unat- 
tended. Kids  coming  in,  shot  up  all  over  the  place  into  our  hospital 
emergency  rooms.  We  see  young  mothers  coming  in,  substance 
abusing,  with  no  hope  and  no  future  for  their  children.  We  see 
youngsters  who  are  dropping  out  of  society  and  ending  up  in  all 
kinds  of  prisons,  and  where  the  biggest  housing  program  in  New 
York  State,  as  you  know,  is  the  prison  building. 

So  to  me  the  need — why  I  think  the  nonprofit  is  so  important  is, 
how  do  you  generate  a  community  involvement  and  an  interest  in 
the  society  that  people  are  willing  to  give  not  only  the  time  and  ef- 
fort to  really  engage  in  involving  other  people  other  than  them- 
selves. And  I  look  at  our  board,  the  amount  of  time  that  people  give 
is  incredible.  The  amount  of  time  going  over  quality  assessment, 
going  over  plans,  going  over  the  finances,  going  over  where  we  are 
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moving  ahead,  how  we  are  going  to  raise  money  to  make  things 
available;  and  what  generates  that  is  a  concern  for  other  people — 
not  people  who  are  generating  for  themselves,  but  generating  for 
the  very  communities  that  they  believe  they  are  serving. 

So  I  think  the  whole  notion  of  not-for-profit  does  have — over  and 
beyond,  it  seems  to  me,  the  idea  of  just  serving  the  needy,  it  has 
the — how  do  you  start  to  join  in  the  society  people  of  different  back- 
grounds, different  incomes,  different  languages,  different  faiths,  dif- 
ferent cultures,  and  how  do  you  really  use  this  mediating  structure 
as  a  way;  and  I  really  believe  the  future,  the  only  savings  I  see  in 
health  care  are  really  basically  for  changing  behavior. 

I  don't  see  the  way  we  do  health  care  generating  by  technology 
and  by  leaving— just  going  to  primary  care,  you  may  lower  the  cost 
per  capita,  but  I  don't  believe  that  necessarily  is  going  to  save 
costs.  What  is  going  to  save  costs  is  people  have  hope  in  this  soci- 
ety, that  they  want  to  live  in  this  society  and  they  want  to  live  in 
some  kind  of  tranquility  and  peace.  And  I  think  that  the  more  we 
can  do  to  preserve  the  tax-exempt  status,  generate  that  kind  of 
participation  and  that  kind  of  vision,  I  think  we  have  got  a  chance 
of  making  it. 

But  health  care  reform,  to  me,  would  not  solve  the  problem  in 
this  society. 

Chairman  Rangel.  Well,  Father,  would  it  make  sense  then  that 
if  we  had  this  bundle  of  potential  benefits  that  could  be  interpreted 
as  a  reduction  in  tax  liability — or,  in  other  words,  money — that  we 
should  use  this  in  order  to  create  an  atmosphere  that  could  reduce 
illnesses  by  directing  what  you  would  have  to  do  in  order  to  receive 
the  benefit  rather  than  asking  the  community  to  come  forward  and 
asking  what  they  would  want  in  order  to  be 

Bishop  Sullivan.  Well,  to  me,  I  am  not  so  sure  where  wisdom 
emanates  from,  whether  it  is  in  the  halls  of  Congress  or  in  the 
leadership  of  the  executive  branch,  or  whether  we  would  trust  that 
the  local  level,  the  people  who  experience  the  reality  of  the  world 
in  which  they  live  and  the  society,  and  what  they  would  do. 

As  you  know,  one  of  the  great  men  in  this  Congress  said,  all  poli- 
tics is  local.  I  believe  the  more  we  have  decisionmaking  and  com- 
munity input  at  the  local  level,  the  far  greater  chance  we  have  to 
do  effective  construction  of  not  only  the  government  agencies,  but 
the  not-for-profit  and  the  private  sector. 

So  I  think  the  more  we  place  in  the  hands  of  people  the  capacity 
to  participate  in  the  society,  to  direct  where  they  want  their  tax 
dollars  to  go,  I  think  that  is  a  healthier  direction  for  this  society. 

Chairman  Rangel.  But,  Father,  if  you  find  that  some  of  the 
problems  that  you  have  are  very,  very  local,  and  you  know  where 
they  are — I  mean,  I  have  seen  some  priests  cry  when  they  are  as- 
signed to  certain  churches,  and  sinners  are  everywhere,  but  they 
have  got  more  problems  some  places  than  they  have  in  others.  And 
it  would  just  seem  to  me  that  you  would  take  in  consideration  the 
assignment  and  a  priest  and  what  he  or  she  can  do.  And  all  I  am 
talking  about  is  doing  the  same  thing  with  money. 

And,  you  know,  if  I  was  to  use  language  that  would  be  more  com- 
patible— like,  he  is  naked  and  he  needed  clothes,  and  he  was 
thirsty  and  he  needed  water,  and  he  was  in  prison  and  he  needed 
comfort — I  mean,  things  that  you  understand,  then  if  you  weren't 
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thirsty  and  you  weren't  naked  and  you  weren't  in  prison  and  the 
hospital,  then  you  don't  get  the  tax  benefit. 

Bishop  Sullivan,  Well,  if  what  you  are  really  asking  is,  do  I 
think  there  ought  to  be  a  priority  concern  driven  in  the  tax  system 
that  takes  care  of  poor  people,  the  answer  is  absolutely. 

Chairman  Rangel.  So  there  wouldn't  be  a  hard  time  convincing 
the  church  that,  hey,  this  is  what  we  have  been  saying  from  the 
beginning.  So  if  I  can  get  Mr,  Ferguson  to  write  that  kind  of  lan- 
guage, we  are  home  free. 

Bishop  Sullivan.  And  you  can  get  the  rest  of  us  to  pay  for  it. 

Chairman  Rangel,  Thank  you,  thank  you. 

We  have  another  panel  here:  Larry  Naake,  executive  director  of 
the  National  Association  of  Counties;  my  friend,  Ken  Raske,  the 
Greater  New  York  Hospital  Association;  Linda  Miller,  president  of 
the  Volunteer  Trustees  of  Not-For-Profit  Hospitals — she  will  be 
with  Otis  Ducker,  trustee  of  the  Greater  Southeast  Community 
Hospital,  And  Shriners  Hospitals  for  Crippled  Children,  Tampa, 
charges  nothing  for  their  health  care,  as  I  understand  it;  and  their 
counsel,  William  J,  Lehrfeld,  will  be  testifying. 

Thank  you.  Your  statements,  as  written,  will  appear  in  the 
record  in  their  entirety  by  unanimous  consent.  You  can  read  the 
statement  or  highlight  it  or  speak  to  some  of  the  questions  that 
perhaps  have  been  raised  earlier.  But  you  can  proceed  in  any  way 
you  like,  and  we  will  start  with  the  National  Association  of  Coun- 
ties. 

STATEMENT  OF  LARRY  E.  NAAKE,  EXECUTIVE  DIRECTOR, 
NATIONAL  ASSOCIATION  OF  COUNTIES 

Mr.  Naake,  Thank  you,  Mr.  Chairman.  Good  afternoon.  My 
name  is  Larry  Naake,  I  am  the  executive  director  of  the  National 
Association  of  Counties,  It  is  a  pleasure  to  be  here  today  to  testify 
on  this  important  subject. 

I  would  like  to  focus  on  the  tax  treatment  of  health  care  organi- 
zations and  try  to  make  a  few  suggestions,  or  reactions  at  least,  to 
the  Treasury  Department's  statement  earlier  today. 

Let  me  give  you  a  little  background  about  county  governments 
and  their  involvement  in  health  care.  In  most  areas  of  the  country, 
county  government  is  the  government  responsible  for  the  medically 
uninsured.  Counties  in  36  States  bear  a  part  of  the  legal  respon- 
sibility for  the  working  poor,  and  in  17  of  those  States,  counties 
bear  the  sole  responsibility  for  providing  indigent  health  care.  The 
county  public  hospitals  in  places  like  Chicago  and  Los  Angeles, 
Miami,  Atlanta,  your  own  New  York  to  name  just  a  few,  are  heav- 
ily supported  by  county  taxes.  We  have  some  4  500  health  facilities 
throughout  the  United  States  and  spend  over  $30  billion  a  year  on 
health  care  in  one  form  or  another. 

Due  to  a  variety  of  pressures,  primarily  financial,  our  focus  on 
the  tax-exempt  status  of  nonprofit  entities  has  become  much  more 
intense  during  the  past  decade  or  so.  Counties  in  the  1980s  had 
over  105  percent  real  increase  in  health  and  hospital  expenditures. 
We  had  to  respond  by  making  the  tough  and  very  unpopular  deci- 
sions to  both  raise  revenues  and  cut  other  services  to  our  citizens 
in  order  to  pay  for  the  dramatic  increase  in  health  and  hospital  ex- 
penditures. 
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Last  year,  for  example,  over  80  percent  of  our  largest  100  urban 
counties  raised  revenues  for  these  purposes,  primarily  through  the 
property  taxes,  and  three-quarters  of  them  expect  to  be  forced  to 
do  so  again  this  year. 

Other  pressures  have  added  to  this  mix  which  have  caused  a 
number  of  counties  to  take  legal  action  against  nonprofit  hos- 
pitals— pressures  like  double-digit  medical  inflation,  growing  num- 
bers of  uninsured  patients,  hospitals  participating  in  an  increas- 
ingly competitive  market,  States  imposing  tax  limits  on  local  gov- 
ernments and  court  cases  consistently  enforcing  county  obligations 
to  provide  indigent  care. 

Getting  to  the  specific  language  in  the  Clinton  proposal,  as  you 
know  and  have  heard,  nonprofit  health  care  providers  would  have 
to  meet  new  standards  to  continue  their  exemption.  Under  the  leg- 
islation, each  nonprofit  501(c)(3)  organization  will  have  to  assess 
the  community's  health  care  needs  and  develop  a  plan  to  meet 
those  needs.  We  support  this  new  provision  and  think  that  it  is  im- 
portant, but  we  don't  believe  that  it  goes  far  enough.  We  believe 
that  the  language  should  be  much,  much  stronger,  and  it  should 
include  the  requirements  for  providing  charity  care. 

The  bottomline  is  that  if  a  nonprofit  hospital  receives  a  public 
subsidy  in  the  form  of  a  tax  exemption,  then  they  should  be  re- 
quired to  provide  a  major  public  service,  like  charity  care.  Contrary 
to  what  the  Treasury  Department  testified  this  morning,  even 
under  a  very  comprehensive  reform  system  there  will  be  individ- 
uals who  will  not  be  covered. 

For  example,  undocumented  immigrants  and  incarcerated  indi- 
viduals are  two  significant  groups  not  covered  under  the  White 
House  proposal.  Other  individuals,  such  as  the  homeless,  will  not 
readily  access  health  plans,  nor,  we  assume,  will  health  plans 
reach  out  aggressively  to  serve  them.  These  individuals  will  still 
need  services;  and  every  facility,  whether  it  be  public  or  nonprofit, 
should  be  prepared  to  provide  charity  care.  Under  a  reform  system 
where  the  vast  majority  of  individuals  have  health  coverage,  effi- 
cient and  effective  nonprofit  facilities  should  no  longer  be  able  to 
make  the  argument  that  they  are  not  financially  able  to  provide 
free  care. 

The  President's  proposal  is  also  based  on  the  premise  of  competi- 
tion. The  administration  has  told  county  officials  that,  under  a  re- 
form system,  county  facilities  would  compete  with  every  other  pro- 
vider to  belong  to  networks.  The  administration  has  told  us  that  we 
would  have  the  option  of  closing  medical  facilities  if  we  chose  not 
to  compete.  For  that  to  be  a  realistic  option,  nonprofits  should  be 
ready  and  willing  to  cover  uninsured  populations.  Without  that 
commitment,  then  national  policy  will  simply  continue  to  be  a  two- 
tiered  system  of  health  care  and  not  the  single-tiered  system  that 
is  envisioned  under  the  President's  plan. 

One  last  major  point.  In  addition,  it  is  not  clear  how  annual 
health  assessments  and  plans  would  actually  be  carried  out  by  the 
nonprofit  entities.  It  does  not  make  sense  for  each  facility  to  do  an 
individual  assessment,  especially  when  they  are  the  same  service 
areas  with  other  facilities.  We  believe  that  local  health  depart- 
ments and  other  providers  should  get  together  and  be  developing 
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health  assessment  poHcies  for  the  entire  community  and  not  just 
each  hospital. 

We  would  also  point  out  that  developing  a  plan  to  meet  health 
needs  is  important,  but  nowhere  in  the  language  does  it  require 
that  a  nonprofit  actually  implement  the  plan. 

We  believe  also  that  the  plan,  as  the  plan  is  developed,  should 
be  proactive,  targeted  to  low-income  individuals,  and  provide  a 
service  at  no  charge  or  on  a  low-fee  scale. 

In  summary,  to  ensure  that  a  two-tiered  health  system  is  elimi- 
nated under  health  care  reform  and  to  ensure  that  the  public  re- 
ceives the  benefit  for  providing  a  tax-exempt  subsidy,  all  nonprofit 
facilities  must  be  prepared  to  serve  those  remaining  individuals 
who  fall  through  the  cracks  and  are  not  served. 

Thank  you  very  much  for  this  opportunity  this  afternoon. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  LARRY  E.  NAAKE 

EXECUTIVE  DIRECTOR 

NATIONAL  ASSOCIATION  OF  COUNTIES 


MR.  CHAIRMAN,  SUBCOMMITTEE  MEMBERS,  I  AM  LARRY  E.  NAAKE, 
EXECUTIVE  DIRECTOR  OF  THE  NATIONAL  ASSOCIATION  OF  COUNTIES.* 
THANK  YOU  FOR  INVITING  US  TO  TESTIFY. 

TODAY,  I  WILL  FOCUS  MAINLY  ON  THE  TAX  TREATMENT  OF 
HEALTH  CARE  ORGANIZATIONS.  I  WILL  ALSO  MENTION  BRIEFLY  OUR 
POSITION  ON  TAX  INCENTIVES  TO  PROVIDERS  IN  UNDERSERVED  AREAS. 

IN  MOST  AREAS  OF  THE  COUNTRY,  THE  COUNTY  GOVERNMENT  IS 
THE  GOVERNMENT  RESPONSIBLE  FOR  THE  UNINSURED.  COUNTIES  IN 
THIRTY-SIX  STATES  BEAR  PART  OF  THE  LEGAL  RESPONSIBILITY.  IN 
SEVENTEEN  OF  THOSE  STATES,  COUNTIES  BEAR  THE  SOLE 
RESPONSIBILITY.    THE  PUBLIC  HOSPITALS  IN  CHICAGO,  LOS  ANGELES, 
MIAMI  AND  ATLANTA,  TO  NAME  JUST  A  FEW,  ARE  ALL  HEAVILY 
SUPPORTED  BY  COUNTY  TAXES. 

DUE  TO  A  VARIETY  OF  PRESSURES,  OUR  FOCUS  ON  THE  TAX 
EXEMPT  STATUS  OF  NON-PROFIT  ENTITIES  HAS  BECOME  MORE  INTENSE 
OVER  THE  PAST  TEN  YEARS. 

COUNTIES  IN  THE  1980'S  HAD  A  105  PERCENT  REAL  INCREASE 
IN  HEALTH  AND  HOSPITAL  EXPENDITURES.  WE  RESPONDED  BY  MAKING 
THE  TOUGH  AND  UNPOPULAR  DECISIONS  TO  RAISE  REVENUES  AND  CUT 
OTHER  SERVICES.  LAST  YEAR,  OVER  80  PERCENT  OF  URBAN  COUNTIES 
RAISED  REVENUES  -  PRIMARILY  THROUGH  PROPERTY  TAXES  -  AND 
THREE-QUARTERS  OF  THEM  EXPECT  TO  DO  IT  AGAIN  NEXT  YEAR. 

A  NUMBER  OF  OTHER  PRESSURES  ARE  ADDED  TO  THIS  MIX  WHICH 
HAVE  CAUSED  A  NUMBER  OF  COUNTIES  TO  TAKE  LEGAL  ACTION  AGAINST 
NON-PROFIT  HOSPITALS.  DOUBLE  DIGIT  MEDICAL  INFLATION;  MILLIONS 


•  The  National  Association  of  Counties  is  the  only  national  organization  representing  county 

government  in  the  United  States.  Through  its  membership,  urban,  suburban  and  rural  counties  join 
together  to  build  effective,  responsive  county  government.  The  goals  of  the  organization  are  to:  improve 
county  government;  serve  as  the  national  spokesman  for  county  govenunent;  serve  as  a  liaison  between  the 
nation's  counties  and  other  levels  of  goverronent;  achieve  public  understanding  of  the  role  of  counties  in 
the  federal  system. 
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OF  UNINSURED;  HOSPITALS  PARTICIPATING  IN  AN  INCREASINGLY 
COMPETITIVE  MARKET  TO  EXPAND  THEIR  SHARE  OF  PATIENTS,  WITH 
MANY  CLOSING  THEIR  EMERGENCY  ROOMS;  STATES  IMPOSING  TAXING 
LIMITS  ON  LOCAL  GOVERNMENTS;  AND  COURT  CASES  CONSISTENTLY 
ENFORCING  COUNTY  OBLIGATIONS  TO  PROVIDE  INDIGENT  CARE. 

BECAUSE  OF  THE  SHRINKING  GOVERNMENTAL  RESOURCES,  ALL 
ELECTED  OFFICIALS  ARE  EXAMINING  MORE  CLOSELY  THAN  EVER  THE 
SPENDING  OF  TAXPAYER  DOLLARS  OR  THE  LOSS  OF  REVENUES  THROUGH 
TAX  SUBSIDIES.  IN  1990,  THE  GENERAL  ACCOUNTING  OFFICE  ESTIMATED 
A  $4.5  BILLION  FEDERAL  SUBSIDY  TO  NON-PROFIT  HOSPITALS.  COUNTY 
GOVERNMENTS  ACROSS  THE  COUNTRY  ARE  ALSO  WEIGHING  THE 
REVENUES  LOST  FROM  PROPERTY  TAX  EXEMPTION  VERSUS  THE  BENEFITS 
RECEIVED  FROM  NON-PROFIT  HOSPITALS.  THE  QUESTIONS  FOR  MANY 
LOCAL  ELECTED  OFFICIALS  HAVE  BECOME,  "ARE  TAX  EXEMPT  HOSPITALS 
TRULY  HELPING  RELIEVE  LOCAL  GOVERNMENTS  OF  A  PORTION  OF  THE 
BURDEN  OFF  PROVIDING  HEALTH  CARE  TO  THOSE  WHO  CANNOT  AFFORD 
IT?  ARE  WE  GETTING  OUR  MONEY'S  WORTH?"  DURING  THE  SEARCH  FOR 
REVENUES  UNDER  HEALTH  REFORM,  THESE  SAME  QUESTIONS  SHOULD  BE 
ASKED  BY  THE  FEDERAL  GOVERNMENT. 

THESE  PRESSURES  AND  EXPERIENCES  WITH  SOME  NON-PROFIT 
HOSPITALS  HAVE  LED  US  TO  SUPPORT  STRONGER  CHARITY  CARE 
MEASURES  AS  ONE  OF  A  VARIETY  OF  MEASURES  TO  MORE  EVENLY 
DISTRIBUTE  SOME  OF  THE  BURDEN  OF  UNCOMPENSATED  CARE.  AS  OF 
LAST  FALL,  AT  LEAST  ONE  NON-PROFIT  HOSPITAL  IN  THIRTY-TWO  STATES 
HAD  THEIR  TAX  EXEMPT  STATUS  CHALLENGED. 

WITH  THE  CURRENT  CRISIS  IN  THE  PUBLIC  HEALTH  CARE  SYSTEM 
COMPOUNDED  BY  AIDS  AND  DRUG  ABUSE;  THE  INCREASE  IN  UNINSURED 
AND  UNDERINSURED  INDIVIDUALS;  AND  FINANCIAL  CONSTRAINTS  AT 
ALL  LEVELS  OF  GOVERNMENT,  SERVING  THIS  POPULATION  SHOULD  BE  A 
PRIORITY  FOR  THOSE  ENGAGED  IN  THE  PROVISION  OF  HEALTH  CARE  IN 
THE  CHARITABLE  SECTOR.  EVEN  UNDER  HEALTH  REFORM,  MANY 
DIFFICULT  TO  SERVE  INDIVIDUALS  WILL  STILL  FALL  IN  THE  GAPS. 
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UNDER  PRESIDENT  CLINTON'S  REFORM  PROPOSAL.  NON-PROFIT 
HEALTH  CARE  PROVIDERS  WOULD  HAVE  TO  MEET  NEW  STANDARDS  TO 
CONTINUE  THEIR  TAX  EXEMPTION.  UNDER  THE  LEGISLATION,  EACH  NON- 
PROFIT 501  (c)  3  ORGANIZATION  WILL  HAVE  TO  ASSESS  THE  COMMUNITY'S 
HEALTH  CARE  NEEDS  AND  DEVELOP  A  PLAN  TO  MEET  THOSE  NEEDS.  WE 
SUPPORT  ATTENTION  TO  THE  ISSUE  BUT  BELIEVE  THE  LANGUAGE 
SHOULD  BE  STRONGER  TO  INCLUDE  PROVIDING  CHARITY  CARE. 

EVEN  UNDER  A  COMPREHENSIVE,  REFORMED  SYSTEM,  THERE  WILL 
BE  INDIVIDUALS  WHO  WILL  NOT  BE  COVERED.  UNDOCUMENTED 
IMMIGRANTS  AND  INCARCERATED  INDIVIDUALS  ARE  TWO  SIGNIFICANT 
GROUPS  NOT  COVERED  UNDER  THE  WHITE  HOUSE  PROPOSAL.  OTHER 
INDIVIDUALS,  SUCH  AS  THE  HOMELESS,  WILL  NOT  READILY  ACCESS 
HEALTH  PLANS,  NOR,  WE  ASSUME,  WILL  HEALTH  PLANS  OUTREACH 
AGGRESSIVELY  TO  SERVE  THEM.  THESE  INDIVIDUALS  WILL  STILL  NEED 
SERVICES.  EVERY  FACILITY,  WHETHER  IT  BE  NON-PROFIT  OR  PUBLIC, 
SHOULD  BE  PREPARED  TO  PROVIDE  CHARITY  CARE. 

UNDER  A  SYSTEM  WHERE  THE  VAST  MAJORITY  OF  INDIVIDUALS 
HAVE  HEALTH  COVERAGE  AND  THE  RESOURCES  ACCOMPANYING  THAT 
COVERAGE,  EFFICIENT  AND  EFFECTIVE  NON-PROFIT  FACILITIES  SHOULD 
NO  LONGER  BE  ABLE  TO  MAKE  THE  ARGUMENT  THAT  THEY  ARE  NOT 
FINANCIALLY  ABLE  TO  PROVIDE  FREE  CARE. 

THE  PRESIDENTS  PROPOSAL  IS  BASED  ON  A  PREMISE  OF 
COMPETITION.  THEY  HAVE  TOLD  COUNTY  OFFICIALS  THAT,  UNDER  A 
REFORMED  SYSTEM,  COUNTY  FACILITIES  WOULD  COMPETE  WITH  EVERY 
OTHER  PROVIDER  TO  BELONG  TO  NETWORKS.  THE  ADMINISTRATION  HAS 
TOLD  US  THAT  WE  WOULD  HAVE  THE  OPTION  OF  CLOSING  MEDICAL 
FACILITIES  IF  WE  CHOSE  NOT  TO  COMPETE.  FOR  THAT  TO  BE  A  REALISTIC 
OPTION,  NON-PROFITS  SHOULD  BE  READY  AND  WILLING  TO  COVER 
RESIDUAL  POPULATIONS.    WITHOUT  THAT  COMMITMENT,  NATIONAL 
POLICY  WILL  RECREATE  A  TWO-TIER  SYSTEM  OF  CARE. 

NACo  IS  UNDER  NO  ILLUSION  THAT  STATES  WILL  CHANGE  THEIR 
CONSTITUTION  OR  STATUTES  TO  RELIEVE  COUNTY  GOVERNMENTS  OF 
THEIR  FINANCIAL  OBLIGATION  TO  THE  UNINSURED.  NON-PROFIT 
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ENTITIES  ARE  AWARE  OF  THOSE  REQUIREMENTS  TOO.  WITHOUT  A 
CHARITY  CARE  MEASURE,  THERE  IS  LITTLE  OBLIGATION  FOR  THEM  TO 
USE  THEIR  CAPITATED  PAYMENTS  TO  COVER  UNINSURED  INDIVIDUALS. 

IT  IS  NOT  CLEAR  HOW  ANNUAL  HEALTH  ASSESSMENT  AND  PLAN 
DEVELOPMENT  WOULD  ACTUALLY  BE  CARRIED  OUT  BY  EACH  ENTITY.  IT 
MAY  NOT  MAKE  SENSE  FOR  EACH  FACILITY  TO  DO  INDIVIDUAL 
ASSESSMENTS,  ESPECIALLY  WHEN  THEY  ARE  IN  THE  SAME  SERVICE  AREA 
AS  OTHER  FACILITIES.  OTHER  ENTITIES,  SUCH  AS  LOCAL  HEALTH 
DEPARTMENTS,  ARE  ALSO  CHARGED  WITH  HEALTH  ASSESSMENTS. 
FINALLY,  DEVELOPING  A  PLAN  TO  MEET  HEALTH  NEEDS  IS  IMPORTANT, 
BUT  NO  WHERE  IN  THE  LANGUAGE  DOES  IT  REQUIRE  A  NON-PROFIT  TO 
ACTUALLY  IMPLEMENT  IT. 

THE  PLAN  THAT  IS  DEVELOPED  SHOULD  BE  PROACTIVE,  TARGETED 
TO  LOW-INCOME  INDIVIDUALS  AND  PROVIDE  A  SERVICE  AT  NO  CHARGE 
OR  ON  A  FEE  SCALE.  THOSE  ACTIVITIES  THAT  ARE  NOT  CLEARLY  CHARITY 
CARE  OR  OFFERED  AT  NO  CHARGE  SHOULD  AT  LEAST  BE 
DISTINGUISHABLE  FROM  SERVICES  PROVIDED  BY  FOR-PROFIT  HOSPITALS. 

THE  STATE  OF  TEXAS  HAS  BEEN  A  LEADER  IN  THIS  ISSUE.  LAST 
SPRING,  THE  GOVERNOR  SIGNED  THE  FIRST  STATE  LEGISLATION  TO  MORE 
CLEARLY  DEFINE  AND  REGULATE  THE  DUTY  OF  NON-PROFIT  HOSPITALS 
TO  PROVIDE  COMMUNITY  BENEFITS,  INCLUDING  CHARITY  CARE.  THERE 
ARE  A  NUMBER  OF  OPTIONS  AVAILABLE  TO  A  HOSPITAL  TO  MEET  ITS 
COMMUNITY  BENEFIT  REQUIREMENT.  A  PLAN  AND  REPORT  WILL  BE 
SUBMITTED  ANNUALLY.  MEASURES  INCLUDE  CHARITY  CARE  AND 
GOVERNMENT  -SPONSORED  CARE  EQUAL  TO  AT  LEAST  FOUR  PERCENT  OF 
THE  HOSPITAL'S  NET  PATIENT  REVENUE;  OR  SIMILAR  CARE  IN  AN 
AMOUNT  EQUAL  TO  100  PERCENT  OF  THE  HOSPITAL'S  TAX  EXEMPT 
BENEFITS,  EXCLUDING  FEDERAL  INCOME  TAX.  MOST  NON-PROFIT 
HOSPITALS  IN  TEXAS  ARE  PROVIDING  SOME  CHARITY  CARE,  BUT 
ACCORDING  TO  1980  DATA,  ABOUT  47  PERCENT  OF  ALL  HOSPITAL  BEDS 
WERE  IN  NON-PROFIT  HOSPITALS  BUT  NON-PROFITS  WERE  ONLY 
PROVIDING  31  PERCENT  OF  ALL  UNCOMPENSATED  CARE.  SOME 
HOSPITALS  WERE  PROVIDING  LITTLE  TO  NO  CHARITY  CARE.  THIS 


81 


LANDMARK  STATE  LEGISLATION  IS  A  STRONG  STEP  TOWARD  ENSURING 
THAT  ALL  NON-PROFIT  FACILITIES  HAVE  A  TANGIBLE  COMMITMENT  TO 
ENSURE  THAT  THE  RESIDENTS  IN  THEIR  COMMUNITY  RECEIVE  CARE. 

FINALLY,  NACo  SUPPORTS  THE  PROPOSAL  GIVING  A  FIVE  YEAR  TAX 
CREDIT  OF  $1,000  PER  MONTH  TAX  TO  PRIMARY  CARE  PROVIDERS 
PRACTICING  IN  HEALTH  PROFESSIONAL  SHORTAGE  AREAS.    INCENTIVES 
COMPLEMENTING  THE  NATIONAL  HEALTH  SERVICE  CORPS  ARE 
IMPORTANT  TO  ATTRACTING  AND  RETAINING  HEALTH  PROFESSIONALS  IN 
OUR  URBAN  AND  RURAL  COUNTIES. 

TO  ENSURE  THAT  A  TWO-TIER  HEALTH  SYSTEM  IS  ELIMINATED 
UNDER  REFORM,  ALL  PUBLIC  AND  NON-PROFIT  FACILITIES  MUST  BE 
PREPARED  TO  SERVE  THOSE  REMAINING  INDIVIDUALS  WHO  FALL 
THROUGH  THE  CRACKS. 

THANK  YOU  FOR  THIS  OPPORTUNITY  TO  TESTIFY.  I  WILL  BE  HAPPY 
TO  ANSWER  ANY  QUESTIONS. 
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Chairman  Rangel.  Mr.  Lehrfeld. 

STATEMENT  OF  WILLIAM  J.  LEHRFELD,  TAX  COUNSEL, 
SHRINERS  HOSPITALS  FOR  CRIPPLED  CHILDREN,  TAMPA, 
FLA. 

Mr.  Lehrfeld.  Mr.  Chairman,  my  name  is  Wilham  Lehrfeld,  and 
I  serve  as  tax  counsel  for  Shriners  Hospitals  for  Crippled  Children. 
We  appreciate  the  opportunity  to  testify  before  the  subcommittee 
on  the  President's  tax  exemption  plan. 

Unlike  generic  nonprofit  hospitals,  which  provide  from  2.7  to  7.9 
percent  uncompensated  care,  Shriners  Hospitals,  with  22  units  in 
16  States,  provide  100  percent  uncompensated  care.  To  be  admit- 
ted, the  children  must  be  needy. 

The  Health  Security  Act's  501(c)(3)  standards  are  apparently  tar- 
geted at  those  hospitals  which  will  stand  to  gain  financially  from 
the  elimination  of  uncompensated  care  by  conditioning  the  exemp- 
tion for  their  increased  earnings  on  increased  community  involve- 
ment. It  prejudices  a  hospital  system  like  ours  by  ignoring  the  per 
se  benefits  of  free  care. 

The  administration's  proposal  posits  a  community  assessment  of 
needs  using  community  representatives.  First  and  foremost,  that 
proposal  discounts  the  strengths  and  values  already  developed  by 
the  charitable  health  care  provider  to  balance  the  particular  cor- 
porate purpose,  whether  it  is  teaching,  research,  treatment  or  out- 
reach, based  upon  years  of  experience.  It  immediately  demands 
that  third  parties,  so-called  community  representatives,  be  given 
time,  space  and  money  to  advise  or  require  assistance  at  a  time, 
place  or  to  a  degree  that  may  be  completely  contrary  to  professional 
and  corporate  assessments  of  the  same  community. 

Each  of  our  hospitals  has  a  voluntary  governing  board  whose 
membership  consists  of  local  Shriners  with  diverse  business,  pro- 
fessional talents  and  abilities,  whose  personal  commitment  to  the 
care  of  needy  children  is  the  exclusive  criteria  for  service.  No  staff 
physician  or  other  employee  serves  on  a  local  board  and  there  is 
no  economic  incentive  for  such  service. 

At  both  the  national  level  and  the  local  level  we  do  our  own  in- 
ternal assessment  of  unmet  needs  of  children,  and  evaluate  the 
quality  and  cost  of  services  rendered  to  patients.  Local  boards  pre- 
pare budgets  for  each  unit  which  are  submitted  to  a  budget  com- 
mittee of  the  national  board.  Our  national  board  reviews  and  de- 
cides how  the  resource  requests  of  the  local  boards  can  be  satisfied, 
since  our  resources,  though  significant,  are  finite.  Each  local  board 
serves  as  its  own  community  because  our  hospitals,  on  the  average, 
serve  five  or  more  States.  And  our  three  burns  units  serve  the  Na- 
tion. 

The  creation  of  a  multi-State  community  representative  panel  to 
augment  our  local  volunteer  boards,  to  develop  alternative  "need" 
plans  appears  to  us  to  be  unnecessary,  inefficient  and  possibly  dis- 
ruptive. Predicating  tax-exempt  status  of  a  free  hospital  on  the  de- 
gree and  quality  of  community  representation  invites  dispersion  of 
hospital  resources  to  respond  to  the  demands  of  particular  constitu- 
encies. Without  giving  health  care  providers  clear  and  concise 
boundaries  on  how  responsive  they  must  be  to  community  rep- 


83 

resentatives,  the  governing  boards  of  all  hospitals  cannot  exercise 
the  prudence  necessarily  and  historically  expected  of  fiduciaries. 

We  suggest  the  enactment  of  a  new  501(c)(26),  which  will  grant 
tax-exempt  status  to  health  care  providers  that  are  organized  and 
operated  to  provide  health  or  medical  services  without  charge  to 
the  patient,  and  which  are  supported  primarily  by  contributions 
from  the  general  public  and  then  with  standard  anti-inurement 
provisions  in  it.  We  believe  that  the  enactment  of  such  a  provision 
would  publicly  acknowledge  that  public  financial  support  and  free 
care  are  the  paradigm  for  all  nonprofit  health  care  providers. 

Shriners  Hospitals  believe  that  all  nonprofit  hospitals  have  an 
obligation  to  share  part  of  their  resources  with  needy  persons  who 
are  unable  to  care  for  themselves.  We  believe  that  such  hospitals 
have  a  special  duty  to  the  community,  and  there  is  nothing  un- 
sound in  demanding  that  nonprofit  hospitals  give  something  tan- 
gible back  to  the  community  in  exchange  for  the  totality  of  finan- 
cial benefits  accruing  by  reason  of  their  exempt  status. 

For  all  hospitals,  free  or  not.  Congress  needs  to  invent  realistic 
accountability  standards  and  impose  rational  targeted  sanctions  on 
overreachers.  Today's  tax  exemption  penalizes  the  wrong  person 
when  there  is  a  failure  to  follow  the  primary  rules  of  501(c)(3). 

We  urge  the  subcommittee  not  to  penalize  the  enterprise  for  the 
acts  of  the  individuals  who  govern  or  administer  it.  You  should 
deny  the  IRS  the  authority  to  revoke  a  hospital's  tax  exemption. 
Give  the  IRS  the  power  to  challenge,  surcharge  and  remove  those 
persons  who  were  enriched  or  empowered  by  their  disserving  be- 
havior. Open  up  the  IRS  audit  process  to  disclosure  to  allow  com- 
munity comments  and  involvement.  Require  full  disclosure  of  a 
hospital's  taxable  subsidiaries,  and  greater  dissemination  of 
inurement-related  information.  Impose  an  excise  tax  on  self-dealing 
by  board  members  such  as  lawyers,  insurance  agents,  bankers  and 
security  brokers,  who  do  business  with  a  hospital  so  as  to  tax  the 
amounts  they  earn  from  their  hospital  business. 

Last,  formulate  new  contribution  incentives  which  focus  on  en- 
dowments, so  that  hospitals  are  forced  to  save  and  invest  produc- 
tively, allowing  their  earnings  to  be  dedicated  exclusively  to  the 
less  fortunate,  and  thereby  diminish  the  rush  to  patient  revenues. 
Sometime  very  soon,  new  lines  must  be  drawn  to  preserve  and  pro- 
tect all  the  best  qualities  which  our  health  care  system  now  offers, 
but  do  so  in  a  way  which  disserves  no  segment  our  population,  but 
which  are  integral  to  the  not-for-profit  private  health  care  sector. 

Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  WILLIAM  J.  LEHRFELD 

TAX  COUNSEL 

SHRINERS  HOSPITALS  FOR  CRIPPLED  CHILDREN 


Shriners  Hospitals  appreciate  the  opportunity  to  submit  this  written 
statement  to  the  Subconmittee  on  Select  Revenue  Measures  of  the  Conmittee  on  Ways 
and  Means  regarding  the  possible  impact  of  health  care  reform  on  the  501(c)(3) 
status  of  charitable  hospitals  in  general  and  the  Shriners  Hospitals  in 
oarticular.  Shriners  Hospitals  is  a  free  hospital  system,  probably  unique  in  the 
United  States. 

Unlike  generic  non-profit  hospitals,  which  provide  from  2.7  to  7.9  percent 
uncompensated  care.'  Shriners  Hospitals  provide  100  percent  uncompensated  care. 
Shriners  Hospitals  have  always  treated  patients  free.  To  be  admitted,  the 
children  must  be  needy  (i.e.,  having  parents  or  guardians  who  are  not  financially 
able  to  meet  the  costs  of  treatment  .without  substantial  hardship). 

We  neither  seek  nor  accept  government,  insurance  or  parental  reimbursement: 
we  are  supported  primarily  by  charitable  bequests  and  donations.  We  are  able  to 
provide  free  care  due  mainly  to  the  earnings  from  our  endowment  (now 
approximating  $4  billion)  acquired  from  the  generosity  of  Americans  as  induced, 
in  part,  by  satisfaction  in  helping  needy  children  and  by  our  Nation's  charitable 
contribution  deduction  laws.  "Dues"  to  our  hospital  corporation  by  725.000 
Shriners  and  fundraising  events  by  these  Shriners  represent  a  considerable 
contribution  to  our  1994  budget  of  $394  million.  Quite  plainly  if  a  hospital  has 
endowment  earnings  to  spend  on  patient  care,  it  is  less  dependent  on  fees  for 
services,  whether  paid  by  government,  an  insurance  plan  or  the  patient. 

Our  tax-exempt  status  is  crucial  to  maintaining  and  increasing  our  services 
to  children  in  need.  The  Health  Security  Act's  §501(c)(3)  standards  are  targeted 
at  those  hospitals  which  will  stand  to  gain  financially  from  the  elimination  of 
uncompensated  care  by  conditioning  the  exemption  for  their  increased  earnings  on 
community  involvement.  It  prejudices  our  hospital  system  by  ignoring  the  oer  se 
benefits  of  free  care. 

Section  7601  of  the  Health  Security  Act  establishes  a  covenant  running  to 
a  hospital's  community  which  states: 

"the  provision  of  health  care  services  shall  not  be 
treated  as  an  activity  that  accomplishes  a  charitable 
purpose  unless  the  organization  providing  such  services, 
on  a  periodic  basis  (no  less  frequently  than  annually), 
and  with  the  participation  of  community  representatives 

(1)  assesses  the  health  care  needs  of  its  community,  and 

(2)  develops  a  plan  to  meet  those  needs." 

Shriners  Hospitals  operates  20  hospitals  in  16  states  in  the  United  States 
with  a  total  of  1050  beds:  there  is  a  Montreal  unit  and  a  unit  in  Mexico  City 
which  are  supported  primarily  by  U.S.  contributions.  Not  one  of  our  hospitals 
has  an  emergency  room  although  each  orthopaedic  hospital  has  inpatient  and 
outpatient  facilities  for  the  care  of  children  who  are  its  patients  (e.g.. 
children  with  cerebral  palsy  or  spina  bifida  or  rickets).  In  the  case  of  our 
orthopedic  hospitals,  we  draw  not  only  from  the  state  of  situs  but  on  the  average 
from  5  nearby  states.  Our  burns  units  (Boston.  Cincinnati.  Galveston)  draw 
nationwide  and  it  is  more  likely  than  not.  for  all  hospitals,  that  there  would 
be  more  inpatients  from  outside  the  state  of  situs  than  from  within  the  state. 

Each  of  our  hospitals  has  a  voluntary  governing  board,  whose  membership 
consists  of  local  Shriners  with  diverse  business  and  professional  talents  and 
abilities,  whose  personal  commitment  to  the  care  of  needy  children  is  the 
exclusive  criteria  for  service.  No  staff  physicians  (or  other  employees)  serve 
on  a  local  board  and  there  is  no  economic  incentive  for  such  service.  At  both 
the  local  and  national  level,  we  do  our  own  internal  assessment  of  the  unmet 
needs  of  children  and  evaluate  the  quality  and  cost  of  services  rendered  to 
patients.  Local  boards  prepare  budgets  for  each  unit  which  are  submitted  to  a 
Budget  Committee  of  our  National  Board  of  Trustees.  Our  National  Board  of 
Trustees  reviews  and  decides  how  the  resource  requests  of  the  local  boards  can 
be  satisfied  since  our  resources  are   finite.  Each  local  unit  serves  its  own 


'  United  States  General  Accounting  Office:  Report  to  the  Chairman. 
Select  Conmittee  on  Aging.  House  of  Representatives.  GAG  HRD  90-84:  "Nonprofit 
Hospitals  -  Better  Standards  Needed  for  Tax  Exemption"  May.  1990.  See  also. 
"Nonprofit  Hospitals:  For  Profit  Ventures  Pose  Access  and  Capacity  Problems". 
GAG  HRO  93-124.  July.  1993. 
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"conmunity"  of  5  or  so  states  and  it  is  up  to  the  National  Board  to  nake  final 
decisions  on  the  budget  denands  of  each.  The  creation  of  the  multi -state 
community  representatives  to  augment  our  local  volunteer  boards  to  develop 
alternate  "need"  plans  appears  to  us  to  be  unnecessary,  inefficient  and 
disruptive. 

Quite  apart  from  operating  budgets,  the  National  Board  of  Trustees  also 
investigates,  evaluates  and  decides  on  our  capital  and  equipment  needs  (unit  by 
unit).  With  the  assistance  of  a  Research  Advisory  Board  of  scientists,  who  do 
not  practice  at  our  hospitals,  but  each  of  whom  is  nationally  recognized  in 
research,  the  National  Board  of  Trustees  assesses  research  protocols  submitted 
for  funding.  The  RAB  also  reviews  the  results  of  our  research  on  bum  treatment 
and  orthopedic  diseases  (e.g..  metabolic  bone  diseases)  to  determine  if  the 
results  warrant  additional  funding.  Shriners  Hospitals  funds  all  its  own 
research. 

Realistically  our  conmunity  is  represented  by  the  Nations  neediest 
children  and  we  have  gone  to  extraordinary  lengths  to  know  what  needs  these 
children  have  so  that  our  hospital  facilities  and  personnel  can  offer  the  optimum 
and  most  compassionate  coordinated  medical  care  and  treatment  available. 

The  Administration's  proposal  posits  a  "conmunity"  assessment  of  needs 
using  "community  representatives".  First  and  foremost,  that  proposal  discounts 
the  strengths  and  values  already  developed  by  charitable  health-care  providers 
to  balance  particular  corporate  purposes  (teaching,  research,  treatment,  etc.) 
based  upon  years  of  experience.  It  inmediately  demands  that  third  parties 
("conmunity  representatives")  be  given  time,  space  and  money  to  advise  or  require 
assistance  at  a  time,  place  or  to  a  degree  that  may  be  completely  contrary  to 
professional  and  corporate  assessments  of  the  same  conmunity.  Each  hospital  s 
voluntary  governing  board  already  assumes  a  fiduciary  responsibility  to 
surrounding  demographic  and  geographic  areas.  Indeed,  several  of  our  Shriners 
Hospitals  work  with  state  agencies  in  a  program  called  CHOICES,  so  both  may 
better  serve  the  needs  of  patients  of  our  hospitals  and  the  state  agencies.  We 
collaborate  with  appropriate  state  agencies  to  assure  that  our  patients  receive 
family -centered,  community-based,  comprehensive  care  of  the  highest  quality. 

Predicating  tax  exempt  status  on  the  degree  and  quality  of  community 
representation  invites  diversion  of  hospital  resources  to  respond  to  demands  of 
particular  constituencies  .  Without  giving  the  health  care  providers  clear  and 
concise  boundaries  on  how  responsive  they  must  be  to  "community  representatives" 
demands,  the  governing  boards  of  hospitals  cannot  exercise  the  prudence 
necessarily  and  historically  expected  of  fiduciaries. 

We  do  not  think  it  should  be  left  up  to  the  Internal  Revenue  Service  (IRS) 
to  define  what  constitutes  serving  conmunity  needs.  It  is  possible  that  several 
years  after  the  health  care  provider  files  its  informational  return,  the  IRS 
auditor  could  come  back  and  argue  there  was  not  sufficient  consultative  planning 
to  keep  its  tax  exempt  status.^ 

We  urge  the  Subcommittee  to  make  sure  that  any  definition  of  charitable 
care  standards  recognizes  that  a  hospital  or  hospital  system  providing  wholly 
free  specialty  care,  regardless  of  the  patient's  inability  to  pay.  is  per  se 
charitable  and  thus  entitled  to  exemption  under  any  revision  of  a  hospital's  tax 
exempt  status. 

We  urgently  suggest  enactment  of  IRC  501(c)(26).  granting  an  income  tax 
exemption  to: 

"(26).  Any  hospital  or  health  care  provider  organized 
and  operated  to  provide  hospital  or  medical  care  without 
charge  to  the  patient,  which  is  primarily  supported  by 
contributions  from  the  general  public  and  no  part  of  the 


'  If  the  community  participation  rule  is  enacted  for  all  hospitals, 

perhaps  an  advance  ruling  approach  on  acceptable  procedures  could  be  used  to 
minimize  IRS  second  guessing  hospitals.  See.  e.g. .  IRC  4945(g)  (advance  approval 
scholarships). 


86 


net  earnings  of  which  inures  to  the  benefit  of  any 
private  shareholder  or  individual". 

Enactment  of  such  an  exemption  would  publicly  acknowledge  that  public  financial 
support  and  free  care  are  the  paradigm  for  all  non-profit  health  care  providers. 
Corresponding  changes  in  the  charitable  deduction  laws  would  assure  donors  that 
their  gifts  remain  deductible.  Other  tax  preferences  employed  by  free  hospitals 
could  be  altered  to  accommodate  their  new  status. 

Shriners  Hospitals  believe  that  all  non-profit  hospitals  have  an  obligation 
to  share  part  of  their  resources  with  needy  persons  who  are  unable  to  care  for 
themselves.  We  believe  that  such  hospitals  have  a  special  duty  to  the  community, 
and  there  is  nothing  unsound  In  demanding  that  non-profit  hospitals  give 
something  of  tangible  value  back  to  the  community  in  exchange  for  the  totality 
of  financial  benefits  accruing  from  their  tax-exempt  status.^ 

Before  1969.  although  hospitals  qualified  for  tax-exempt  status  as 
charitable  organizations,  the  Service  frequently  challenged  the  exempt  status  of 
hospitals  on  the  sole  ground  that  the  hospitals  were  accepting  or  treating 
insufficient  numbers  of  patients  at  no  charge  or  at  rates  substantially  below 
cost.''  According  to  the  Ways  and  Means  Committee.  "[t]his  has  resulted  in 
significant  uncertainty  as  to  the  extent  to  which  a  hospital  must  accept  patients 
who  are  unable  to  pay  in  order  to  retain  its  tax  exempt  status."^  This 
uncertainty,  in  turn,  affects  the  continued  ability  of  hospitals  to  draw  the 
necessary  public  support  by  way  of  contributions  to  partially  finance  their 
capital  needs  and  patient  services.  As  a  result  of  this  uncertainty. 
Congress  approved  an  IRS  ruling'  to  the  effect  that  hospitals  were  no  longer 
subject  to  "requirements  relating  to  caring  for  patients  without  charge  or  at 
rates  below  cost.,"  IRS  recognized  that  fee  based  hospitals  could  serve  the 
public,  and  enjoy  exempt  status,  in  ways  not  tied  entirely  to  care  for  the 
needy. 

We  suggest  continuing  a  charitable  requisite  for  all  tax  code  benefits  and 
incentives  for  fee  based  hospitals  but  supplementing  it  with  a  specific 
requirement  that  a  defined  amount  or  defined  degree  of  no-cost  or  below  cost  care 
or  services  be  rendered  by  the  hospital  as  a  way  to  avoid  the  uncertainty  and 
assuring  a  clear  measure  of  community  benefit.  This  suggestion  may  seem  obsolete 
in  light  of  President  Clinton's  proposal  for  almost  universal  coverage  of  all 
individuals  with  some  form  of  insurance  or  health  services,  but  we  think  the 
political  process  will  not  protect  all  of  the  needy  nor  encourage  and  support 
such  subsidized  hospital  services  as  education,  training,  research  and  outreach. 


'  Statement  of  Gene  Bracewell.  President  and  Chairman  of  the  Board  of 
Trustees.  Shriners  Hospitals  for  Crippled  Children  printed  in  Hearing  before  the 
Committee  on  Ways  and  Means.  House  of  Rep..  102d  Cong.,  1st  Sess..  on  H.R.  790 
and  H.R.  1374,  July  10,  1991  at  273-284,  "Tax  Exempt  Status  of  Hospitals  and 
Establishment  of  Charity  Care  Standards"  . 

*  Cf.  Rev.  Rul.  136.  C.B.  1953-2,  333,  providing  that  50%  or  more  of 
the  hospital  care  had  to  be  paid  for  from  contributions;  see  also.  Rev.  Rul.  55- 
564,  C.B.  1955-2,  703,  where  IRS  under  some  circumstances  would  not  permit  a 
hospital  any  fees  or  charges  to  gain  a  specific  tax  benefit. 

5  See  H.  Rep.  91-413  (Part  1).  Report  of  the  Committee  on  Ways  and 
Means  on  H.R.  13270  (Tax  Reform  Act  of  1969).  91st  Cong..  1st  Sess.,  at  43. 

Rev.  Rul.  69-545,  C.B.  1969-2.  117.  amplified  by  Rev.  Rul.  83-157. 
C.B.  1983-2.  94. 

■'  The  1969  "community"  standard  set  by  IRS  was  unsuccessfully 
challenged  by  welfare  advocates  in  Eastern  Kentucky  Welfare  Rts.  Organization  v. 
Simon.  426  U.S.  26  (1976).  The  U.S.  Supreme  Court  took  note  that  Rev.  Rul.  69- 
545  "...  encourages  a  hospital  to  provide  fewer  services  to  indigents  than  it 
might  have  under  the  previous  policy".  The  legislature  of  the  State  of  Texas  has 
taken  the  lead  in  imposing  charity  care  standards  for  maintaining  tax  exemption. 
Because  of  our  unique  status.  Shriners  Hospitals  were  exempted  from  these  rules, 
effective  September  1.  1993.  See  Texas  Health  and  Safety  Code.  311.042(9)(A). 
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Thus  some  tax  driven  conmitinent  requiring  such  care  or  services  seems 
appropriate. 

■Rie  Administration  has  invited  Congress  to  re-invent  health  care  coverage: 
Congress  needs  to  invent  realistic  accountability  standards  and  impose  rational 
targeted  sanctions  on  overreachers . 

Today  s  tax  exemption  system  penalizes  the  wrong  person  when  there  is  a 
failure  to  follow  primary  rules  under  IRC  501(c)(3).  We  urge  the  Subcoamittee 
not  to  penalize  the  enterprise  for  acts  of  the  individuals  who  govern  or 
administer  it.  You  should  deny  IRS  the  authority  to  revoke  a  ^pital's 
501(c)(3)  exemption.  Give  IRS  the  power  to  challenge,  surcharge  and  rencve  those 
who  were  personally  enriched  or  empowered  by  their  disserving  behavior.'  Open 
up  the  IRS  audit  process  to  disclosure  to  allow  conmunity  coranents  and 
involvement.  Require  full  disclosure  of  a  hospital's  taxable  subsidiaries  and 
encourage  wide  dissemination  of  inurement  related  information.  Impose  an  excise 
tax  on  "self  dealing"  board  members  (such  as  lawyers,  bankers,  insurance  and 
securities  brokers,  etc.)  who  do  business  with  a  hospital  to  tax  amounts  earned 
from  their  insider  business.'" 

Lastly,  formulate  new  contribution  incentives  which  focus  on  endowment  so 
that  hospitals  are  forced  to  save  and  Invest  productively  allowing  earnings  to 
be  dedicated  exclusively  to  the  less  fortunate,  and  thereby  diminish  the  rush  to 
patient  revenues.  Sometime  very  soon,  new  lines  must  be  drawn  to  preserve  and 
protect  all  the  best  qualities  which  our  health  care  system  now  offers  but  do  so 
in  a  way  which  disserves  no  significant  segment  of  our  population  nor  unduly 
enriches  providers  which  are  integral  to  the  efficient  functioning  of  a  not  for 
private  profit  health  care  sector. 


To  be  inclusive,  and  not  prefer  religious  hospitals  over  secular 
hospitals.  Congress  may  need  to  amend  IRC  508.  6033  and  comparable  exclusions  for 
auxiliaries  of  churches  to  assure  that  all  hsealth  care  providers  supported  by 
government  financial  assistance  are  ruled  equally  by  the  tax  process. 

'  In  1969.  Congress  was  invited  to  place  misbehavors  in  a  federal 
receivership  using  the  United  States  Department  of  Justice.  It  declined  to  do 
so.  Hearings  before  Conmittee  on  Ways  and  Means.  91st  Cong..  1st  Sess..  on  the 
Subject  of  Tax  Reform.  April  22.  1%9.  at  5053.  5110-5117. 

Stern  v.  Lucv  Webb  Haves  Training  School  (Siblev  Hospital)  381  F. 
Supp.  1003  (D.D.C.  1974). 
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Chairman  Rangel.  Mr.  Raske. 

STATEMENT  OF  KENNETH  E.  RASKE,  PRESTOENT,  GREATER 
NEW  YORK  HOSPITAL  ASSOCIATION 

Mr.  Raske.  Mr.  Chairman,  as  always,  it  is  a  pleasure  for  the 
Greater  New  York  Hospital  Association  to  appear  before  you  and 
your  committee  concerning  matters  of  great  importance  to  all  of  us 
in  the  health  care  community;  and  of  course,  this  issue  of  the  tax- 
exempt  status  of  hospitals  is  clearly  in  that  vein.  I  have  a  formal 
statement,  which  I  will  dispense  with  with  your  permission,  and 
will  just  summarize  for  you  the  points  I  wish  to  make. 

First  of  all,  let's  be  clear  that  the  provision  7601  in  the  Health 
Security  Act  is  fine  with  the  Greater  New  York  Hospital  Associa- 
tion, as  written.  However,  we  have  had  experience  that  goes  well 
beyond  the  provisions  there,  where  you  have  to  develop  a  plan,  and 
you  have  to  do  some  sort  of  community  need  assessment  which  is 
relatively  ambiguous.  The  experience  that  we  have  had,  sir,  is  of 
course  that  of  the  New  York  State  regulatory  process,  and  hospitals 
in  New  York  have  to  go  well  beyond  the  provisions  that  are  con- 
tained within  the  proposed  legislation. 

For  example,  annually  each  hospital  in  New  York  State  has  to 
review  and  amend  its  mission  statement  as  necessary.  They  have 
to  solicit  the  views  of  the  community  on  hospital  performance  and 
service  priorities.  They  have  to  demonstrate  operational  and  finan- 
cial commitment  to  meeting  community  health  care  needs,  provid- 
ing charity  care  services,  and  improving  access  to  the  underserved. 
They  have  to,  on  an  annual  basis,  prepare  and  disseminate  to  the 
public  a  statement  of  all  financial  resources  available  to  the  hos- 
pital and  related  corporations  and  allocations  of  those  resources  for 
hospital  purposes,  including  provision  of  free  or  reduced-charged 
services. 

In  addition,  sir,  they  have  to  submit  to  the  State  health  commis- 
sioner and  other  agencies  the  mission  statement  detailing  any 
amendments  to  the  statement  from  a  prior  year  and  changes  in  the 
operational  and  financial  commitments  to  meeting  the  health  care 
needs  of  the  community  since  the  last  submission. 

I  am  not  suggesting,  Mr.  Chairman,  that  what  is  done  in  New 
York  is  portable  to  the  rest  of  the  United  States.  Clearly,  I  think 
in  previous  testimony  we  have  seen  the  differences  that  we  find  in 
the  city,  particularly  from  the  rest  of  the  country.  But  there  has 
been  some  significant  experience  since  1991  concerning  the  commu- 
nity service  plans,  and  so  far  I  must  say  that  from  a  hospital  point 
of  view,  it  has  actually  gone  better  than  I  would  have  expected. 
The  assessments  that  have  been  done,  and  I  brought  with  me  just 
one  report — it  happens  to  be  one  I  picked  up  out  of  the  office,  at 
random  more  or  less,  from  the  Brooklyn  Hospital  Center  in  Brook- 
lyn. It  is  a  report  that  they  made  recently  and  it  lists  the  analysis 
that  they  have  gone  through,  the  evaluation  of  community  needs, 
their  activities  within  the  community — for  example,  on  breast 
screening  and  cancer  education,  prostate  cancer  screening,  health 
screening,  their  health  screening  fair,  the  free  flu  vaccinations — 
things  which  are  important  to  communities  and  to  their  general 
well-being — are  documented  and  become  a  baseline  from  which 
they  can  build  upon  in  the  future. 
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I  have  come  to  the  conclusion  personally,  sir,  that  I  think  that 
the  community  service  plans  that  we  do  in  New  York  is  going  to 
be  as  integral  to  a  hospital  operation  as  the  annual  budget,  as  the 
strategic  plan  that  we  use  in  management,  and  of  course  the  oper- 
ational plan.  I  think  they  can  become  fully  integrated  over  a  period 
of  time. 

One  last  point  I  wish  to  make  concerning  these  things,  and  that 
is  that  charity  care  of  course  is  alwavs  an  issue  as  it  relates  to  the 
question  of  not-for-profit  status.  I  think  the  administration  testi- 
mony and  the  testimony  you  have  heard  earlier  clearly  distin- 
guishes the  fact  that  charity  care  per  se  is  not  the  only  criterion 
on  which  to  base  not-for-profit  status,  and  that  the  community 
service  plan  and  the  breadth  of  the  process  that  it  goes  into  is  in- 
deed a  much  better  way. 

And  on  that  score,  of  course,  in  New  York  City  we  provide  ap- 
proximately 1.2  billion  dollars'  worth  of  bad  debt  and  charity  care; 
I  can't  distinguish  between  what  portion  is  bad  debt  because  the 
numbers  are  not  collected  that  way,  but  it  is  a  sizable  number.  And 
that  number  clearly  will  be  reduced  with  the  administration's  plan 
for  universal  coverage.  However,  it  will  not  be  eliminated,  a  point 
that  was  made  loud  and  clear  before. 

And,  of  course,  that  issue  is  related  to  the  undocumented  aliens, 
some  400,000-plus  in  New  York,  nobody  really  knows  the  precise 
number,  all  of  which  demand  and  deserve  good  health  care  serv- 
ices. So  there  will  always  be  an  element  of  charity  care  within  the 
New  York  community. 

Thank  you,  sir. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  and  attachment  follow:! 
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TESTIMONY 

OF  THE 

GREATER  NEW  YORK  HOSPITAL  ASSOCIATION 

BEFORE  THE 

HOUSE  WAYS  AND  MEANS 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES 

ON 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECURITY  ACT 

DECEMBER  14,  1993 

Good  moming,  Chairman  Rangel,  members  of  the  Subcommittee.  I  am  Kenneth  E.  Raske, 
President  of  the  Greater  New  York  Hospital  Association.  Thank  you  for  inviting  me  to  share 
the  views  of  the  members  of  the  Greater  New  York  Hospital  Association  on  the  provisions  in 
the  Clinton  Administration's  Health  Security  Act  that  deal  with  the  tax  treatment  of  health  care 
organizations. 

As  you  know,  the  Greater  New  York  Hospital  Association  is  a  metropolitan  hospital  association 
comprised  of  166  not-for-profit  hospitals  and  nursing  homes,  both  voluntary  and  public,  in  the 
metropolitan  New  York  Area.  While  our  membership  includes  both  hospitals  and  nursing 
homes,  large  and  small,  specialty  institutions  and  multi-service  facilities,  all  of  our  members 
share  something  quite  important:  a  commitment  to  serving  the  unique  needs  of  their 
communities.  A  wide  variety  of  vital  community  services  are  provided  by  each  of  our  facilities 
and  will  continue  to  be  provided,  often  at  no  charge,  even  with  the  enactment  of  the  most 
comprehensive  of  health  insurance  reform  bills. 

Given  this,  it  will  come  as  no  surprise  to  you  that  I  will  focus  my  remarks  today  on  the 
importance  of  preserving  the  tax-exempt  status  of  those  health  care  providers  that  truly 
demonstrate,  through  action  as  well  as  stated  intention,  a  strong  commitment  to  community 
service. 

THE  NEW  YORK  EXPERIENCE 

As  you  know,  Mr.  Chairman,  the  New  York  health  care  system  is  unique  for  a  number  of 
reasons.  Our  highly-regulated,  all-payer  rate-setting  system,  our  complex  certificate  of  need 
procedures,  and  a  profusion  of  rules  and  regulations.  Federal,  State  and  local,  make  the 
mechanics  of  providing  health  care  in  New  York  quite  challenging  and,  frankly,  unprofitable 
financially.  Recendy,  the  New  York  State  Department  of  Health  announced  that,  in  the 
aggregate,  our  voluntary  hospital  members  barely  broke  even  last  year  and  that  our  entire 
membership,  including  public  hospitals,  ended  the  year  with  negative  operating  margins.  We 
have  brought  these  issues  to  the  attention  of  the  Subcommittee  on  other  occasions  and  I  will  not 
belabor  them  today.  I  only  bring  them  up  in  this  context  to  make  the  important  point  that 
hospitals  and  nursing  homes  in  New  York  are  not  out  to  make  money.  If  they  were,  they 
wouldn't  exist. 

So  why  do  our  members  exist?  Because  the  much  more  important  human  aspects  of  the  health 
care  picture  in  New  York  are  what  make  providing  health  care  in  the  area  both  more  challenging 
and  rewarding  as  well  as  more  difficult  than  in  any  other  area  of  the  country. 
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The  problems  that  plague  American  society  are  particularly  pronounced  in  urban  areas  like  New 
York  City  ~  violence,  substance  abuse,  homelessness,  and  public  health  epidemics.  Twenty 
percent  of  all  AIDS  cases  nationwide  are  treated  in  New  York  City.  We  also  see  more  cases 
of  tuberculosis  than  the  cities  of  Atlanta,  Boston,  Chicago,  Houston,  Los  Angeles,  Miami,  and 
San  Francisco  combined.  The  Federal  government  reports  that  we  have  more  cases  of  substance 
abuse  by  far  than  any  other  metropolitan  area  in  the  country.  All  of  this  means  that  we  are 
increasingly  called  upon  to  provide  services  beyond  the  traditional  health  care  services  required 
of  health  providers. 

As  not-for-profit  and  public  health  care  providers,  our  members  step  up  to  meet  these  challenges 
daily.  After  all,  that  is  the  very  essence  of  the  not-for-profit  concept:  providing  a  vital 
community  service  because  it  is  necessary,  despite  the  fact  that  it  may  not  be  materially 
profitable. 

But,  Mr.  Chairman,  the  Subcommittee  need  not  take  GNYHA's  word  for  it  that  our  institutions 
are  committed  to  the  traditional  not-for-profit  principle  of  meeting  community  needs.  You  can 
ask  the  State  government.  New  York  health  care  providers  are  required  by  State  law  to  annually 
develop  a  very  detailed  mission  statement,  called  a  Community  Service  Plan,  outlining  exactly 
how  each  institution  plans  to  meet  the  unique  health  care  needs  of  its  community.  This  is 
similar  to  the  requirement  in  Section  7601  of  the  Clinton  Administration's  Health  Security  Act, 
a  requirement  which  we  support,  which  requires  not-for-profit  health  care  providers  to 
periodically  assess  the  health  care  needs  of  their  communities  and  to  develop  plans  to  meet  those 
needs.   Specifically,  the  provision  states: 

the  provision  of  health  care  services  shall  not  be  treated  as  an  activity  that  accomplishes 
a  charitable  purpose  unless  the  organization  providing  such  services,  on  a  periodic  basis 
(no  less  frequently  than  annually),  and  with  the  participation  of  community 
representatives  - 

1)  assesses  the  health  care  needs  of  its  community,  and 

2)  develops  a  plan  to  meet  those  needs. 


But  in  New  York  we  go  even  further  than  this.   Specifically,  our  members  must  annually 

•  review  and  amend  the  mission  statement,  as  necessary; 

•  solicit  the  views  of  the  community  on  hospital  performance  and  service  priorities; 

•  demonstrate  operational  and  financial  commitment  to  meeting  community  health  care 
needs,  providing  charity  care  services,  and  improving  access  to  the  underserved; 

•  prepare  and  disseminate  to  the  public  a  statement  of  all  financial  resources  available  to 
the  hospital  and  related  corporations  and  allocations  of  those  resources  for  hospital 
purposes,  including  provision  of  free  or  reduced  charge  services;   and 

•  submit  to  the  State  Health  Commissioner  and  other  agencies  the  mission  statement 
detailing  any  amendments  to  the  statement  from  the  prior  year  and  changes  in  the 
operational  and  financial  commitment  to  meeting  the  health  care  needs  of  the  community 
since  the  last  submission. 

In  short,  we  are  required  to  follow  words  with  deeds.  I  have  attached  a  copy  of  the  New  York 
State  statute  for  the  Subcommittee's  information. 

Besides  these  requirements,  another  measure  can  be  lised  to  demonstrate  our  members' 
commitment  to  community  needs:  New  York  hospitals  are  much  more  dependent  on  public 
insurance  programs,  such  as  Medicare  and  Medicaid,  than  hospitals  in  other  states.  We  are 
more  reliant  on  Medicare  because  our  population  is  somewhat  older  than  the  national  average. 
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We  also  have  a  very  heavy  concentration  of  physician  training  programs  in  New  York  City, 
training  fully  15%  of  all  medical  residents  nationwide.  Recognizing  this  contribution  to  society, 
Medicare  contributes  to  the  costs  of  training  residents,  and,  therefore,  our  Medicare  payments 
are  higher  as  a  proportion  of  revenue  than  hospitals  elsewhere.  As  far  as  Medicaid  is 
concerned,  approximately  30%  of  our  member  hospitals'  patients  are  covered  by  the  Medicaid 
program,  making  Medicaid  the  largest  payer  in  New  York  City.  This  is  a  much  higher 
proportion  than  anywhere  else,  and  reflects  New  York's  commitment  to  service.  As  a  result  of 
this  commitment  to  health  care  coverage  for  the  poor.  New  York's  rate  of  uninsured  is  also 
lower  than  the  national  average. 

Finally,  the  commitment  by  hospitals  in  New  York  to  serving  the  true  needs  of  their 
communities  is  further  demonstrated  by  the  amount  of  emergency  care  delivered  here.  As  you 
know,  hospitals  are  required  by  Federal  and  State  law.  to  triage  and  stabilize  any  person 
presenting  in  the  emergency  room  without  regard  to  insurance  status.  It  is  important  to  note  that 
this  affirmative  obligation  to  treat  every  individual  presenting  at  the  emergency  room  was  in 
place  in  New  York  State  statute  long  before  it  became  a  Federal  requirement.  State  law  further 
requires  that  all  hospitals  operate  24-hour  emergency  rooms,  absent  a  special  waiver.  This 
requirement  is  significant  because  hospitals  in  other  parts  of  the  country  reportedly  close  their 
emergency  rooms  and  trauma  services  because  of  the  dramatic  financial  losses  associated  with 
these  services.  It  is  these  features  -  our  commitment  to  serving  the  poor,  to  operating  services 
that  are  often  financial  losers,  etc.  —  that  distinguishes  New  York  City  area  hospitals  in 
particular  and  not-for-profit  hospitals  generally. 

THE  CONTINUED  NEED  FOR  NOT-FOR-PROFIT  PROVIDERS 

It  has  been  stated  by  some  recently  that  universal  health  insurance  coverage,  if  enacted,  will 
mitigate  or  even  eliminate  the  need  for  tax-exempt  status  for  not-for-profit  health  providers.  To 
come  to  this  erroneous  conclusion  a  critical  assumption  is  made:  that  not-for-profit  status  is 
granted  due  to  the  provision  of  charity  care.  While  the  provision  of  charity  care  may  be  an 
important  aspect  of  a  not-for-profit  hospital's  mission,  it  is  not  nor  never  has  been  the 
determining  factor  for  the  granting  of  not-for-profit  status. 

The  not-for-profit  concept  goes  well  beyond  the  provision  of  free  care.  As  I  stated  earlier,  it 
involves  undertaking  a  comprehensive  assessment  of  the  needs  of  the  community,  the  insured 
as  well  as  the  uninsured,  developing  a  plan  of  action  to  meet  those  needs,  and  then  putting  the 
plan  into  action.  Even  under  current  law,  in  the  absence  of  health  reform,  a  hospital  operating 
in  an  area  with  a  very  low  rate  of  uninsured  citizens  is  granted  tax-exempt  status  if  it  is  meeting 
unaddressed  health  and  social  needs  in  its  community.  For  instance,  a  hospital  may  operate  in 
an  area  with  a  low  rate  of  uninsurance  but  may  have  a  high  rate  of  elderly  citizens  covered  by 
Medicare.  The  elderly,  as  you  know,  have  all  sorts  of  health  and  social  needs  that  are 
uncovered  by  Medicare  and  often  require  nutrition,  transportation,  and  outreach  services  that  do 
not  fit  neatly  into  the  Medicare  benefits  package.  A  hospital  that  provides  such  services  is 
meeting  a  vital  community  need,  thus  qualifying  the  hospital  for  not-for-profit  status.  Universal 
coverage  will  not  change  this. 

So  you  see,  Mr.  Chairman,  the  provision  of  charity  care  alone  is  not  the  standard.  And  even 
if  it  were,  to  assert  that  all  charity  care  will  be  eliminated  by  health  reform  shows  a  fundamental 
misunderstanding  of  the  human  condition  and  a  wildly  optimistic  view  of  the  ability  of  the 
government  to  devise  a  plan  under  which  all  health  care  needs  will  be  foreseen  and  all  health 
care  services  will  be  reimbursed.  In  New  York  our  member  hospitals  serve  an  extremely 
diverse  and  complex  population,  including  many  very  poor  residents  and  many  immigrants  with 
very  limited  English  language  skills.  I  seriously  question  the  ability  of  all  of  our  residents, 
many  of  whom  have  simply  relied  on  the  emergency  room  for  care  in  the  past,  to  quickly  master 
the  intricacies  of  health  alliances  and  accountable  health  plans  and  to  change  their  behavior 
accordingly.  And  even  if  the  new  system  works  perfectly  and  is  well  understood  by  all,  the 
benefits  packages  we  have  seen  to  date,  in  all  of  the  plans,  leave  serious  gaps  in  coverage  and 
actually  reduce  coverage  for  the  needy.  As  you  know.  New  York  State  has  one  of  the  more 
comprehensive  Medicaid  programs  in  the  country.  Despite  this,  few  would  look  at  the  New 
York  Medicaid  program  and  proclaim  it  adequate  to  meet  all  of  the  needs  of  the  population  it 
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is  intended  to  serve.  And  yet  the  President's  plan  and  all  other  reform  plans  we  have  seen 
provide  fewer  benefits  than  are  now  covered  under  Medicaid.  Vital  services,  such  as 
transportation,  clothing,  mental  health  and  substance  abuse  services  for  which  our  members  are 
currently  at  least  partially  reimbursed  either  through  Medicaid  rates  or  Medicaid  disproportionate 
shcire  payments,  are  left  out  of  the  package  or  dealt  with  in  a  much  less  comprehensive  way. 
Therefore,  reform  for  some  will  mean  even  more  need  for  charity  care,  not  less. 

CONCLUSIOK. 

Finally,  Mr.  Chairman,  the  term  "not-for-profit"  is  not  merely  a  status  conferred  by  the  IRS, 
it  is  a  state  of  mind.  It  is  a  way  of  life.  As  I  mentioned  before,  our  members  share  a  deep 
commitment  to  community  service.  For  this  commitment,  they  enjoy  tax  exemption,  not  vice 
versa.  To  ensure  a  continued  commitment,  our  State,  and  now  the  Clinton  health  reform  bill, 
require  an  ongoing  demonstration  of  this  commitment.  This  is  a  commitment  that  is  not 
necessarily  shared,  by  definition,  by  for-profit  institutions  whose  primary  responsibility  is  to 
stockholders,  not  community  residents.  Federal  taxation  of  currently  tax-exempt  institutions, 
with  the  inevitable  state  and  local  sales  and  property  taxes  which  would  follow,  would  be 
devastating  to  our  hospitals  which  already  are  barely  breaking  even.  They  are  already  struggling 
to  continue  to  provide  services  for  which  they  are  inadequately  reimbursed.  Taxation  could  well 
eliminate  their  ability  to  carry  out  their  mission  and  an  important  community  resource  will  be 
lost.  I  see  nothing  under  any  reform  scenario  that  proposes  to  replace  what  is  essentially 
irreplaceable:  the  complex  health  care,  community,  and  social  service  entity  that  is  the  modem 
day  not-for-profit  hospital.  Therefore,  we  adamantly  oppose  any  attempt  to  withdraw  tax-exempt 
status  from  hospitals  and  nursing  homes  that  are  truly  meeting  community  needs. 

I  thank  you  for  the  opportunity  to  share  these  thoughts  and  look  forward  to  working  with  you 
to  improve  the  health  care  of  all  New  Yorkers. 
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1  S3.   The  public  health  law  is  amended  by  adding  a  new  section  28C3-1 

2  to  read  as  follows: 

3  ■  <   2903-1.   Community  service  plans.  The  governing  :cdv  of  a  volur.tary 
i  -on-profi.  general  hospital  must  issue  an  organizational  mission   state- 

5  ment   identifying  at  a  minimum  the  populations  and  communities  served  bv 

6  t-e  hescital  and  the  hospital's  commitment  to  meeting   the   healtn  care 
:  -eeos  of  tne  community.  The  governing  bodv  must  at  least  annually: 

S  (i;  review  and  amend  as  necessary  the  hospital  mission  statement; 

9  (ii)   solicit   the   views  of  the  communities  served  bv  ;he  nosoital  on 

i:  such  issues  as  zr.e   hospital's  performance  and  service  priorities; 

11  (ill)   consistent  with  a  health  systems  agency's  identification  or  as- 

12  sessment  of  community  health  care   needs,   demonstrate   the   nospital's 

13  operational  and  financial  commitment  to  meeting  such  need  and  to  provide 

14  charity  care  services  and  to  improve  access  to  health  care   services   bv 

15  tne  under  served;  and 

16  ( iv)  prepare  and  make  available  to  the  public  a  statement  showing  on  a 

17  combined  basis  the  financial  resources  of  the  hospital  and  related  c:r- 

18  oorations  and  the  allocation  of  available  resources  to  nospital  ourocses 
13  including  tne  provision  of  free  or  reduced  charge  services. 

2C  The   governing  body  shall  file  with  the  commissioner  and  the  appropri- 

21  ate  health  systems  agency  its  mission  statement   and   an  annual   report 

2  2  detailing   amendments   to   the   statement   and  reflecting  changes  in  the 

2  3  hospital's  operational  and  financial  commitment  to  meeting  the  needs   of 

2  4  the  community. 

25  S   •».   Subdivision   3   of   section  2805-a  of  the  public  health  law,  as 

''26  added  by  chapter  2  o£  the  laws  of  1988,  is  amended  to  read  as  follows: 

27  3.  Every  general  hospital  shall  submit  a  monthly  report  of  gross  inpa- 

29  tient  revenue  received  and  within  one  hundred  twenty  days  after  the  end 

29  of   the  calendar  year  a  certified  annual  report  of  gross  inpatient  reve- 

30  nue  received  for  hospital  inpatient  service  provided  on  or  after  January 

31  first,   nineteen   hundred   eighty-eight   through  December  thirty-first, 

32  nineteen  hundred  [ninety]  ninety-three.  The  reports   shall   be   in  such 

33  form  as   may  be   prescribed  by  the  commissioner  to  accurately  disclose 

34  gross  inpatient  revenue  received. 

35  S   5.   Paragraph   (e)   of   subdivision  2  of  section  2807  of  the  public 

36  health  law,  as  added  by  chapter  753  of  the  laws  of  1989,  is   amended   to 

37  read  as  follows: 

38  (e)  Notwithstanding  any  inconsistent  provisions  of  this  subdivision  or 

39  any  other  law,  payments  made  by  governmental  agencies   for   ambulatory 

40  surgical  services  provided  by  a  hospital,  including  general  hospitals 

41  and  diagnostic  and  treatment  centers,   during  the  period  June  first, 

42  nineteen  hundred  eighty-nine  through  December  thirty-first,  nineteen 

43  hundred  eighty-nine  and  the  period  January  first,   nineteen  hundred 

44  ninety  through  December  thirty-first,  nineteen  hundred  ninety  and  every 

45  twelve  month  rate  period  thereafter  shall  be  at  case  based   rates  of 

46  reimbursement  established  by  the  commissioner  and  approved  by  the  state 

47  director  of  the  budget.  Ambulatory  surgical  services  case  based  rates  of 

48  payment   shall  be  established  prospectively  and  shall  include  operating 

49  costs  and  capital  costs.  Factors  considered  in  establishing  such  case 

50  based  rates  shall   include,  but  not  be  limited  to:  a  classification  of 

51  procedures  with  individual  or  combined  rates  established  for  each  ser- 

52  vices  classification;  operating  and  capital  costs  of  ambulatory  surgical 

53  services  efficiently  and  economically  provided,  considering  regional 

54  economic  factors,   trended  to  the  rate  period;  and  the  need  for  incen- 

55  tives  to  improve  services  and  institute  economies. 
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Chairman  Rangel.  Ms.  Miller. 

STATEMENT  OF  LINDA  B.  MILLER,  PRESIDENT,  VOLUNTEER 
TRUSTEES  OF  NOT-FOR-PROFIT  HOSPITALS,  ACCOMPANIED 
BY  OTIS  DUCKER,  TRUSTEE,  PRINCE  GEORGE'S  CEP^TER 
FOR  COMMUNITY  DEVELOPMENT,  AND  THE  GREATER 
SOUTHEAST  HEALTH  CARE  SYSTEM 

Ms.  Miller.  Thank  you,  Mr.  Chairman.  I  am  Linda  Miller;  I  am 
president  oi  Volunteer  Trustees,  a  national  organization  of  hospital 
health  system  governing  boards  from  across  the  country — I  am  also 
a  trustee  of  Blythedale  Children's  Hospital  in  Valhalla,  N.Y. — ac- 
companied by  Otis  Ducker,  trustee  for  both  the  Prince  George's 
Center  for  Community  Development,  which  I  believe  you  visited, 
and  the  Greater  Southeast  Community  Hospital,  serving  Washing- 
ton and  Maryland. 

Our  perspective  today  is  that  of  a  volunteer,  fiduciary  and  com- 
munity representative.  In  our  view,  the  provision  in  the  President's 
bill  appropriately  builds  on  the  current  community  benefit  stand- 
ard. It  confirms  a  continuing  role  for  not-for-profit  providers  and 
recognizes  in  law  the  responsibility  tax-exempt  providers  have  to 
their  communities,  and  especially  to  the  community  public  health. 
It  is  a  role  with  which  we  most  emphatically  concur.  Not-for-profit 
hospitals  and  health  systems  should  be  accountable  to  their  com- 
munities, as  they  are  in  fact  institutions  of  their  communities. 

More  than  2  years  ago  Volunteer  Trustees  began  work  on  ac- 
countability standards.  Joining  forces  with  a  small  group  of  human 
service  organizations  to  draft  model  State  legislation,  which,  by  the 
way,  Ann  Kitchen  and  others  in  Texas  used  to  draft  their  regula- 
tions. These  standards  were  distributed  widely  and  they  recognized 
care  of  the  poor  as  a  singularly  high  priority  for  community  service, 
but  they  identified  many  other  aspects  of  community  need  as  well. 

For  health  care  organizations,  they  recognized  the  special  public 
health  responsibility,  and  they  required  a  mandatory  assessment 
process  and  broad  community  input  like  the  President  does.  The 
trustees  believe  deeply  in  that  commitment  to  community  service 
and  think  that  taking  the  initiative  in  drafting  and  developing 
standards  is  one  demonstration  of  that  commitment. 

What  the  Clinton  plan  accomplishes  in  its  language  concerning 
tax-exempt  providers  is  a  validation  of  the  role  of  those  providers. 
It  recognizes  they  are  community  based,  accountable  to  the  people 
they  serve,  and  that  the  highest  levels  of  decisionmaking  occur  at 
the  community  level  with  community  representation.  It  defines  an 
environment  in  which  all  providers  of  care,  from  hospitals  and  phy- 
sicians on  down,  have  a  special  and  real  responsibility  and  alle- 
giance to  the  communities  where  they  live  and  provide  services. 

We  not  only  concur  with  such  a  definition,  we  wonder  why  we 
would  not  choose  to  structure  an  entire  reformed  health  care  sys- 
tem in  such  a  manner:  Community  focused,  community  based,  com- 
munity accountable.  The  debate  over  the  value  and  future  role  of 
the  not-for-profit  model  strikes  us  as  ironic  from  this  perspective. 

Why  does  everyone  ignore  the  tradeoffs?  Is  free  enterprise  sud- 
denly what  we  could  choose  as  the  credo  for  health  care  reform?  Do 
we  believe  stockholders  should  get  rich  off  our  cancers  and  our 
CAT  scans?  Have  we  so  admired  the  role  of  insurance  companies 
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in  insuring  our  health  care  that  we  are  now  prepared  to  turn  the 
deHvery  of  that  care  over  to  them  as  well? 

The  angels  of  managed  competition,  the  big  for-profit  companies, 
the  Columbia  Healthcares,  the  Humanas  and  HCAs,  the  ones  who 
brought  us  redlining  and  preexisting  conditions,  have  no  long-term 
commitments  to  the  communities  they  serve,  no  local  investment 
and  no  local  accountability.  They  have  followed  the  health  care  dol- 
lar for  its  return  to  investors  and  only  while  it  produced  one. 

Would  we  really  choose  to  advantage  the  providers  whose  com- 
mitment is  only  commensurate  to  their  profit,  whose  allegiance  is 
to  geographically  distant  owners,  and  whose  medical  decisionmak- 
ing resides  on  the  20th  floor  of  a  corporate  office? 

If  our  concern  is  truly  the  taxpayer,  the  worker,  the  consumer 
and  the  employer  as  you  enumerated  in  your  release,  then  our 
focus  should  be  how  to  shape  a  system  that  preserves,  not  discour- 
ages, community-based  health  care,  and  builds  on  our  not-for-profit 
institutions.  We  should  be  working  to  assure  appropriate  incentives 
for  excellence  and  accountability. 

Our  communities  have  invested  heavily  in  our  tax-exempt  insti- 
tutions through  charitable  contributions,  tax-exempt  bonds,  and 
taxes  foregone;  and  that  investment  is  still  there  in  the  community 
where  it  belongs.  Our  challenge  is  to  make  sure  that  it  is  a  good 
investment  now  and  that  it  continues  to  be  one  in  the  future. 

The  tax-exempt  sector  has  supported  all  medical  education  and 
training,  all  hospital-based  research,  all  new  and  expensive  techno- 
logical trials,  infinite  community  outreach  programs,  24-hour  emer- 
gency rooms,  and  millions  of  dollars  in  free  care  and  care  for  the 
poor.  It  was  not  the  for-profit  hospital  companies  that  invested  in 
neonatal  ICUs,  in  hospice  and  comprehensive  cancer  centers,  in 
children's  rehabilitation  and  bum  centers  or  in  developing  commu- 
nity-based AIDS  treatment  programs. 

Health  care  reform  is  about  the  future  of  this  country  and  the 
legacy  we  leave  our  children.  It  should  not  be  about  profit,  Wall 
Street  or  markets. 

The  State  of  Minnesota,  in  completing  health  care  reform,  re- 
quired that  all  participating  health  plans  be  not-for-profit.  New 
York  State  for  years  has  barred  investor-owned  hospitals  from  op- 
erating in  the  State.  And  Maryland,  by  simply  regulating  hospital 
prices,  has  accomplished  the  same.  Study  after  study,  congressional 
hearing  after  congressional  hearing,  demonstrated  that  for-profit 
hospitals  are  higher  priced,  pay  their  executives — compensate  their 
executives  more  than  the  not-for-profit  sector;  and  that  was  studied 
by  GAO  as  recently  as  last  Tuesday  when  they  released  their  new 
report.  They  locate  in  selective  communities,  they  provide  only 
profitable  services,  and  they  shirk  responsibility  for  Medicaid,  the 
poor  and  the  chronically  ill.  Is  this  the  behavior  we  would  now 
choose  to  reward? 

The  President's  bill  requires  that  aUiances  be  nonprofit.  Why 
would  we  not  consider  doing  the  same  with  accountable  health 
plans  at  the  national  level? 

As  we  look  ahead  to  the  reform  debate  in  which  Congress  is 
about  to  engage,  we  should  keep  in  mind  that  the  voluntary  sector 
has  been  the  part  of  the  Nation's  health  system  that  has  worked. 
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It  is  managed  competition's  engraved  invitation  to  a  for-profit  sys- 
tem that  Congress  should  be  worried  about. 

We  thank  you,  Mr.  Chairman.  Mr.  Ducker  and  I  would  be 
pleased  to  answer  questions  you  might  have  and  look  forward  to 
working  with  you. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  LINDA  B.  MILLER 

PRESIDENT 

VOLUNTEER  TRUSTEES  OF  NOT-FOR-PROFIT  HOSPITALS 

Thank  you  Mr.  Chairman: 

My  name  is  Linda  Miller.   I  am  President  of  Volunteer 
Trustees,  a  national  organization  of  governing  boards  of 
hospitals  and  health  systems  across  the  country.   I  am  a 
trustee  of  Blythedale  Childrens"  Hospital  in  Valhalla,  NY,  a 
hospital  devoted  exclusively  to  the  rehabilitation  of 

severely  ill  or  injured  children  of  whom  80%  qualify  for 

Medicaid.   I  am  accompanied  by  Otis  Ducker,  trustee  of  both 
the  Prince  Georges  Center  for  Community  Development  and 
Greater  Southeast  Health  Care  System. 

You  requested  that  we  address  the  provisions  in  the  Clinton 
Health  Security  Act  concerning  the  treatment  of  non-profit 
health  care  organizations  and  its  impact  on  taxpayers, 
consumers,  workers  and  employers.   Our  perspective  is  that 
of  volunteer,  fiduciary,  and  community  representative. 

The  President's  bill,  the  Health  Security  Act,  states  that, 
for  a  health  care  organization  to  be  considered  to  provide  a 
charitable  purpose  under  sec. 501 (c) (3) ,  it  must  carry  out  an 
assessment  of  the  health  care  needs  of  its  community  and 
develop  a  plan  to  meet  those  needs.   The  Act  specifies  that 
the  assessment  and  plan  development  must  be  carried  out 
annually  and  with  the  participation  of  community 
representatives . 

In  our  view,  this  provision  in  the  bill  appropriately  builds 
on  the  current  community  benefit  standard.   It  confirms  a 
continuing  role  for  not-for-profit  providers  and  recognizes 
in  law  the  responsibility  tax-exempt  providers  have  to  their 
communities  and  especially  to  the  community  public  health. 
This  is  a  role  with  which  we  most  emphatically  concur.   Not- 
for-profit  hospitals  and  health  systems  should  be 
accountable  to  their  communities  as  they  are  in  fact 
institutions  of  their  communities. 

More  than  two  years  ago  Volunteer  Trustees  began  work  on 
accountability  standards,  joining  a  small  group  of  human 
service  organizations,  to  draft  model  state  legislation. 
These  standards  were  distributed  widely.   They  recognized 
care  of  the  poor  as  a  singularly  high  priority  for  community 
service,  but  identified  many  other  aspects  of  community  need 
as  well.   For  health  care  organizations  they  recognized  the 
special  public  health  responsibility  and  required  a 
mandatory  assessment  process  and  broad  community  input. 
The  trustees  believe  deeply  in  that  commitment  to  community 
service  and  think  that  taking  the  initiative  in  developing 
standards  is  one  demonstration  of  that  commitment. 

We  found  that  the  greatest  challenge  was  to  design  the 
standards  so  th.-^t  they  enhance  the  service  role  of  the 
providers  without  restraining  their  ability  to  respond 
creatively  to  community-specific  needs.  We  know  well  that 
one  community's  needs  may  or  may  not  reflect  another's. 
Overly  specific  standards  lock  providers  into  behaviors  that 
may  not  be  right  for  their  own  community. 

What  the  Clinton  Plan  accomplishes  in  its  language 
concerning  tax  exempt  providers  is  a  validation  of  the  role 
of  those  providers.   It  recognizes  that  they  are  community- 
based,  accountable  to  the  people  they  serve,  and  that 
decision-making  occurs  at  the  community  level  by  a  community 
board,  and  with  broad-based  input.   It  defines  an 
environment  in  which  all  providers  of  care,  from  hospitals 
and  physicians  on  down,  have  a  special  responsibility  and 
allegiance  to  the  communities  in  which  they  live  and  provide 
services. 
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In  fact,  it  is  hard  to  understand  why  we  would  not  demand 
such  accountability  of  all  health  care  providers.   It  is 
ironic,  from  that  perspective,  that  the  debate  on  Capitol 
Hill  concerns  the  future  of  the  tax-exempt  sector. 
Shouldn't  the  questions  we  ask  go  to  what  is  in  the  best 
interests  of  the  country  and  how  we  should  best  shape 

reform?   Or  have  we  come  so  far  that  free  enterprise 

"the  American  Way" is  what  we  would  choose  as  the  credo 

of  health  reform?   Do  we  want  stockholders  getting  rich  off 
our  cancers  and  our  cat  scans?  Have  we  so  admired  the  role 
of  insurance  companies  in  "insuring"  our  care  that  we  are 
now  prepared  to  turn  the  delivery  over  to  them  as  well? 
Will  we  choose  to  advantage  those  providers  whose  commitment 
to  health  care  is  only  as  great  as  their  profit,  who  are 
beholden  to  Wall  St.,   whose  allegiance  is  to  a 
geographically  distant  owner,  and  whose  decision-makers 
reside  on  the  20th  floor  of  a  corporate  office  building? 

If  our  concern  is  truly  the  taxpayer,  worker,  consumer  and 
employer  than  our  focus  should  be  how  to  shape  a  system  that 

preserves not  discourages community-based 

institutions.   We  need  to  put  in  place  appropriate 
incentives  for  excellence  and  accountability. 

We  have  as  a  nation  invested  heavily  in  our  tax-exempt 
institutions — ^^-  through  charitable  contributions,  tax-exempt 

bonds  and  taxes  foregone and  that  investment  is  still 

there,  in  the  community  where  it  belongs  and  where  it  serves 
us  best.   Our  challenge  is  to  assure  that  it  is  a  good 
investment  now  and  that  it  continues  to  be  one  in  the 
future . 

The  tax-exempt  sector  has  provided  all  medical  education  and 
training,  all  hospital-based  research,  all  new  and  expensive 
technology  trials,  24-hour  emergency  rooms,  and  millions  of 
dollars  in  free  care  and  care  for  the  poor.   It  was  not  the 
for-profit  hospital  companies  thc^  invested  in  neonatal 
ICUs,  in  hospice,  in  comprehensive  cancer  care,  in 
children's  rehab,  in  burn  centers  and  AIDS  treatment 
centers . 

Health  care  reform  is  about  the  future  of  our  country  and 
the  legacy  we  leave  our  children.   It  should  not  be  about 
profit  or  about  markets.   The  state  of  Minnesota,  in 
completing  health  reform,  required  that  all  participating 
health  plans  be  not-for-profit.   New  York  state  for  years 
has  barred  investor-owned  hospitals  from  the  state  and 
Maryland  has  accomplished  the  same.   Study  after  study  has 
demonstrated  for-profit  hospitals  were  priced  higher, 
located  in  exclusive  areas,  provided  only  profitable 
services  and  shirked  responsibility  for  Medicaid,  the  poor, 
and  the  chronically  ill.   The  president's  bill  requires  that 
alliances  be  non-profit,  should  we  not  consider  doing  the 
same  with  "accountable"  health  plans? 

As  we  look  forward  to  the  reform  debate  that  Congress  is 
about  to  embark  on,  we  should  keep  in  mind  that  the 
voluntary  sector  has  been  the  part  of  the  nation's  health 
system  that  has  worked.   It  is  the  engraved  invitation  to  a 
for-profit  system  inherent  in  "managed  competition"  that 
should  be  worrying  the  Congress. 

Thank  you  Mr.  Chairman.  Mr.  Ducker  and  I  would  be  pleased 
to  answer  any  questions  you  might  have.  We  very  much  look 
forward  to  working  with  you  in  the  coming  months. 
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Chairman  Rangel.  Mr.  Ducker,  do  you  have  any  statement  to 
make? 

Mr.  Ducker.  Mr.  Chairman,  I  have  no  prepared  statement  other 
than  to  say  I  support  wholeheartedly  the  comments  of  Ms.  Miller, 
and  I  am  prepared  to  provide  any  answers  on  the  specific  hospital 
health  care  system  that  you  might  have. 

Chairman  Rangel.  Thank  you. 

Mr.  Naake,  do  you  see  any  impact  on  public  hospitals  as  a  result 
of  this  law  being  passed?  Do  you  see  where  there  might  be  a  lesser 
need  as  a  result  of  universal  coverage  or  as  nearly  universal  as  the 
bill  becomes? 

Mr.  Naake.  Well,  I  think,  as  I  testified,  it  is  certainly  not  pre- 
dictable at  this  point,  but  I  don't  believe  under  the  White  House 
proposal  that  we  are  going  to  eliminate  the  need  for  health  care  for 
the  poor  in  this  country  totally.  And  even  under  the  system  that 
does  provide  access,  we  hope  to  most  Americans,  I  still  think  there 
will  be  a  significant  role  for  county  and  public  hospitals  in  that  sys- 
tem. 

The  concern  we  have  about  the  nonprofits,  of  course,  is  if,  in  ef- 
fect, some  way  or  another  the  $30  bilHon  or  so  that  is  spent  by 
counties  on  health  care  in  this  country  is  captured  as  part  of  that 
system,  but  yet  there  is  still  a  significant  portion  of  the  population 
that  is  not  covered,  whether  they  and  the  undocumented  aliens  or 
prison  populations,  jail  populations,  the  homeless,  and  all  the 
money  is  gone  to  provide  them  services,  then  we  are  in  quite  a  fix. 
We  want  to  ensure  against  that,  and  we  also  want  to  ensure  that 
the  nonprofit  sector  continues  to  do  their  share  or  more. 

Chairman  Rangel.  And  would  you  think  that  in  order  to  enjoy 
not-for — I  mean  tax  exemption,  that  some  of  these  cases  of  the  un- 
insured should  be  included  as  a  mandate  for  the  not-for-profit? 

Mr.  Naake.  Yes,  that  has  been  our  poHcy  for  many,  many  years. 
And  we  have  advocated  that.  So  we  do  believe  it. 

Chairman  Rangel.  Is  it  possible  under  your  system  that  a  not- 
for-profit  could  take  a  look  at  a  patient  that  had  coverage  but  de- 
cided that  the  coverage  wasn't  really  worth  the  headache  and  refer 
them  to  the  public  hospital? 

Mr.  Naake.  Yes,  I  think  that  that  happens  on  a  daily  basis  in 
this  country  and  we  have  got  some  examples  of  that,  something  we 
call  patient  dumping. 

Chairman  Rangel.  Do  you  see  anything  under  the  President's 
bill  that  would  prevent  a  not-for-profit  from  doing  just  that  now? 

Mr.  Naake.  No. 

Chairman  Rangel.  Mr.  Lehrfeld,  do  you  really — are  you  advocat- 
ing that  America  start  moving  toward  the  policy  that  the  Shriners 
have  in  terms  of  getting  contributions  and  not  paying  for  health 
care,  not  having  a  cost  for  health  care? 

Mr.  Lehrfeld.  That  is  correct.  We  think  the  more  you  provide 
incentives  for  charitable  contributions,  which  can  build  endow- 
ments to  pay  for  patient  care  without  charge  to  the  patient,  then 
you  have  achieved  what  you  want,  a  form  of  universal  health  care. 
You  have  a  Zacchaeus  Clinic  here  in  the  city;  it  is  a  free  clinic.  Peo- 
ple come  in  and  go  out. 


101 

Chairman  Rangel.  Where  do  you  see  the  biggest  political  opposi- 
tion— from  the  providers,  the  doctors?  I  mean,  it  certainly  wouldn't 
be  potential  stockholders. 

Mr.  Lehrfeld.  Well,  the  doctors  obviously  have  a  vested  interest 
in  their  salaries.  If  you  look  at — look  at  the  IRS  form  990s  that  are 
available  from  major  hospitals  in  this  city,  whether  it  is  George- 
town or  GW  or  Children's  Hospital,  you  will  find  numerous  doctors 
listed  on  schedule  A — with  compensation  in  excess  of  $1  million. 
And  those  are  charitable  hospitals.  Even  the  basketball  coach  at 
Georgetown  University  makes  more  than  the  head  of  the  entire  22- 
unit  hospital  system  that  we  have.  Free  care  is  what  we  are  all 
about  so  it  means  lower  salaries. 

Our  concern  is  if  you  have  universal  payment,  then  with  the  pos- 
sible exception  of  those  few  who  don't  get  paid  for,  you  won't  have 
a  need  for  a  free  hospital  system  in  the  IJnited  States,  except  as 
it  can  contribute  to  specialty  care  problems. 

Chairman  Rangel.  Do  vou  have  any  problem  with  the  way  the 
Shriners  are  being  handled  now  under  existing  law?  Are  there 
things  that  you  have  recommended  that  would  enhance  your  posi- 
tion to  provide  more  free  care? 

Mr.  Lehrfeld.  The  only  thing  that  we  have  tried  to  do  in  the 
last  2  years  is  to  get  the  Congress  to  enact  a  law  that  deferred 
charitable  contributions  to  charities  should  be  acknowledged,  that 
charities  should  know  that  they  are  a  donee.  Because  in  deferred 
gifts,  there  is  no  requirement  under  law  that  the  donee  be  told,  for 
example,  it  is  a  beneficiary  of  a  charitable  remainder  trust.  But  we 
have  not  seen  any  difficulty  thus  far  under  the  current  Internal 
Revenue  Code  for  the  way  we  operate. 

Chairman  Rangel.  Send  me  a  note  on  that  point.  I  will  try  to 
get  you  an  answer. 

Mr.  Lehrfeld.  Be  happy  to. 

[The  following  was  subsequently  received:] 
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William  J.  Lehrfeld,  P.C. 

A  LAW  CORPORATION 

SUITE  740 

I250  H  STREET.  N.  W. 

WASHINGTON.  D.  C.  20005-3908 

(202)  659-4772 

FAX  (202)  659-8876 


December  22.  1993 


Honorable  Charles  B.  Rangel 

Chairman.  Subcommittee  on  Select  Revenue  Measures 

Committee  on  Ways  and  Means 

Room  1102  Longworth  House  Office  Building 

Washington.  DC    20515-6348 

Re:  Response  to  Request  during  Snbcommittufl  TantimnnY 

Dear  Mr.  Rangel : 

On  Tuesday.  December  14.  I  testified  before  your  Subcommittee  on  behalf  of 
Shriners  Hospitals  for  Crippled  Children.  During  the  questioning  of  the  second 
panel,  you  asked  for  a  note  on  an  accountability  proposal  which  Shrinner 
Hospitals  for  Crippled  Children  has  supported  for  the  last  several  years.  Our 
proposal  in  1993  is  H.R.  771  (introduced  by  Mr.  Gibbons  and  21  co-sponsors). 

In  brief.  H.R.  771  requires  an  executor  of  an  estate  (or  comparable 
fiduciary  of  a  non-probate  trust)  to  notify  a  charitable  beneficiary  if  it  has 
a  remainder  interest  in  a  decedent's  estate.  It  also  requires  preliminary 
financial  information  enabling  the  charity  to  value  its  stake  in  the  decedent's 
split  interest  gift.  Lastly,  it  requires  a  fiduciary  of  a  funded  charitable 
remainder  trust  to  file  with  the  charity  the  same  IRS  annual  return  which  the 
fiduciary  files  with  IRS.  The  return  will  allow  the  charity  to  monitor  the 
performance  of  the  fiduciary.  As  the  Ways  and  Means  Committee  noted  last  year 
(House  Rep.  102-694.  102d  Cong..  2nd  Sess.)  the  "absence  of  notification  and 
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annual  accountability  of  executors  and  other  fiduciaries"  does  not  permit 
charities  to  "protect  their  remainder  interests"  in  charitable  remainder  trusts. 

Our  legislation  was  included  in  the  Revenue  Act  of  1992  (House  Rep.  102- 
1034.  102nd  Congress)',  which  was  vetoed  by  President  Bush  on  November  10,  1992. 
H.R.  771  is  substantially  the  same  as  the  provision  in  the  1992  Act.  There  are 
no  revenue  losses  from  enactment  of  our  legislation  because  it  deals  only  with 
accountability  and  disclosure.  The  legislation  is  endorsed  by  Independent  Sector 
and  the  American  Council  on  Education.  It  is  opposed  by  the  American  Bankers 
Association. 

We  would  certainly  appreciate  your  review  of  our  proposed  legislation  and 
perhaps  join  Mr.  Gibbons  as  a  co-sponsor  of  this  measure. 

y^?p|truly  your^, 


'j»Hlliam/.  lehrf^ld 


WJL:ct 

cc:  John  Sheiner 

bcc:  Paul  E.  Ibach 
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Chairman  Rangel.  Ken,  you  have  stated  that  New  York  State  al- 
ready has  basic  guidehnes,  and  you  are  not  projected  among  the 
Nation,  but  assuming  we  did  not  have  those  guidelines  and  we 
were  just  at  the  proposal  by  the  President,  would  it  be  possible  for 
a  not-for-profit  hospital  to  actually  turn  away  people  even  though 
they  had  coverage  or 

Mr.  Raske.  Well,  Mr.  Chairman,  in  New  York  we — ^it  is  a  funny 
situation  in  many  respects  to  try  to  craft  our  comments  in  relation- 
ship to  a  national  question.  In  a  way,  it  is  arguable  that  we  have 
universal  access  in  New  York,  but  not  coverage. 

In  relationship  to  the  hospitals  themselves  as  examples,  any  indi- 
vidual who  presents  himself  or  herself  to  an  emergency  department 
with  an  urgent  condition  must  be  treated  and  not  turned  away.  So 
the  question  of  dumping,  which  was  referred  to  by  my  colleague  to 
the  left,  is  not  an  issue  that  is  of  any  concern  to  us  in  New  York 
because  it  doesn't  occur. 

Chairman  Rangel.  Well,  let's  take  it  from  there. 

Since — ^how  many  not-for-profits,  roughly,  are  a  part  of  your  asso- 
ciation? 

Mr.  Raske.  We  represent,  Mr.  Chairman,  approximately  90  hos- 
pitals throughout  the  greater  New  York  area. 

Chairman  Rangel.  Now  you  would  guess,  just  based  on  your  ex- 
perience in  having  directed  the  activities  of  the  association  for  so 
long,  that  some  of  those  hospitals,  just  because  of  where  they  are 
situated,  would  be  receiving  more  problem  types  of  cases  and  more 
ailments  that  take  more  time  and  energy  to  deal  with  than  some 
of  your  other  hospitals,  just  based  on  location? 

Mr.  Raske.  Absolutely. 

Chairman  Rangel.  Now,  what  I  am  asking,  and  I  am  only — I  am 
only  asking  that  if  you  were  to  receive — if  the  association  were  to 
receive  either  a  package  for  your  entire  association,  tax  benefits  or 
the  equivalent  in  money,  tax  refund,  whatever,  and  you  were  the 
person  that  had  to  make  an  equitable  distribution  of  them,  would 
you  not  try  to  give  most  of  the  support  to  those  hospitals  that  for 
whatever  reason  appeared  to  be  having  more  than  their  share  of 
the  problems? 

Mr.  Raske.  It  is  clear  that  we  would.  And  we  have.  We  haven't 
used  the  Tax  Code  as  the  issue,  because  I  think  the  Tax  Code 
doesn't  represent  the  vehicle  that  we  are  looking  for.  What  is  the 
vehicle  is  the  payment  system.  That  is  why  in  New  York  we  have 
created  bad  debt  and  charity  care  pools  to  assist  hospitals  that  are 
situated  where  there  is  a  lot  of  uncompensated  care,  and  then  aug- 
mented that  by  additional  payments  to  what  is  known  as  "finan- 
cially distressed  hospitals."  Those  institutions  are  even  in  worse 
shape  than  the  "average  institution."  And  that  is  why  we  supported 
with  this  committee  and  your  colleagues  in  the  Senate  the  idea  of 
disproportionate  share  payments  for  Medicare  and  Medicaid. 

Chairman  Ryy^GEL.  Now,  you  always  have — as  a  matter  of  fact, 
I  think  it  is  safe  to  say  that  in  terms  of  assisting  the  committee, 
you  have  helped  us  to  find  a  more  equitable  way  to  reach  the  same 
position  that  you  would  want  us  to  reach,  even  though  you  would 
have  a  different  interest  from  we.  But  we  would  work  it  out.  I  want 
to  thank  you  for  that  type  of  help.  But  assuming  that  we  are  not 
talking  about  the  existing  laws,  if  indeed  you  found  a  situation 
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where  a  hospital  was  not-for-profit  but  you  could  not  tell  from  its 
salaries  whether  it  was  the  same  as  the  for-profits,  and  if  indeed 
it  just  happened  that  people  move  from  communities  of  problems 
in  order  to  find  a  better  quality  of  life.  Certainly  there  is  nothing 
wrong  in  that.  And  a  not-for-profit  finds  itself  in  a  community  that 
really  doesn't  have  a  lot  of  problems,  but  in  order  to  maintain  its 
tax  exemption,  it  would  have  to  provide  some  type  of  service  to  the 
community.  Is  it  not  fair  to  say  that  the  distribution  of  the  benefit 
should  be  based  on  the  situation  that  the  hospital  finds  itself  in, 
not  just  what  it  calls  itself? 

Mr.  Raske.  Well,  Mr.  Chairman,  I  tried  to  answer  that.  Let  me 
try  one  more  time  and  be  very  precise. 

There  are  two  pieces  to  it.  No.  1  is,  I  don't  think  that  the  not- 
for-profit  status  is  the  vehicle  to  do  that  with.  However,  I  also  be- 
lieve that  the  not-for-profit  status  is  not  a  right;  it  has  to  be 
earned,  and  it  has  to  be  earned  by  demonstration. 

We  are  using  it  in  New  York,  for  example,  community  service 
plans;  you  can  do  it  a  lot  of  different  ways,  I  would  suspect.  But 
it  must  be  earned  that  you  are  doing  something  for  the  community 
and  that  something  has  to  be  specified  in  clear  and  concise  ways, 
and  that  actually  benefits  the  well-being  of  the  people  that  you 
serve.  That  is  my  firm  belief,  sir. 

Chairman  Rangel.  And  you  are  saying  that  charity,  even  though 
no  one  is  saying  that  should  be  the  full  measure  of  qualification, 
that  you  believe  that  the  need  need  not  include  charity  at  all? 

Mr.  Raske.  I  would  say  it  is  an  element  of  it,  but  it  is  not  the 
only  criteria. 

Chairman  Rangel.  But  it  is  an  element? 

Mr.  Raske.  It  is  an  element. 

Chairman  Rangel.  OK. 

Now,  Ms.  Miller,  I  don't  know  where  we  differ.  Certainly  I  don't 
think  there  is  a  problem  that  we  don't  want  to  reward  the  volun- 
teer and  the  not-for-profit  and  that  energy,  which  I  don't  see  how 
it  could  be  substituted  with  a  profit  organization. 

Having  said  that,  within  that  complex,  you  have  heard  the  ques- 
tions over  and  over  again.  Do  you  believe  that  we  should  differen- 
tiate among  the  not-for-profits  in  terms  of  whether  or  not  one  has 
earned  the  right  to  enjoy  tax  exemption? 

Ms.  Miller.  I  think  that  we  need  to  make — all  not-for-profits 
need  to  earn  tax  exemption.  And  it  really  is  a  question  of  creating 
adequate  kinds  of  accountability,  which  I  believe  the  tax-exempt 
sector  should  support  and  to  a  large  extent  would  support.  What 
we  found  in  designing  the  standards  was  that  we  needed  to  strike 
a  balance,  on  the  one  hand,  to  enhance  the  service  role  of  the 
human  service  organization,  or  the  hospital  in  this  case,  without 
restraining  or  putting  too  many  constraints  or  dictates  on  the  way 
in  which  they  behaved  so  they  could  still  have  a  creative  response 
to  a  community's  specific  need. 

And  one  other  thing,  we  use  the  word  "charity"  in  its  normal 
sense,  but  I  think  we  have  a  legitimate  problem  in  distinguishing 
between,  for  example,  the  care  of  poor  and  the  care  of  AIDS  pa- 
tients. I  don't  think  one  is  charity  and  one  is  not,  particularly  after 
what  this  country  has  lived  through,  particularly  in  San  Francisco, 
where  care  of  AIDS  was  just  as  important  as  care  of  the  poor. 
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Chairman  Rangel.  Well,  I  think  you  are  right.  Charity  is  a  mis- 
use of  the  word  for  purposes  that  I  was  not  intending.  But  you 
heard  Mr.  Foley's  testimony.  And  I  found  it  hard  to  distinguish  be- 
tween a  for-profit  and  a  not-for-profit  based  on  what  he  was  saying, 
except  for  whether  there  was  any  money  left  over  and  distributed. 

Ms.  Miller.  He  is  just  wrong.  He  hasn't  looked  at  the  difference 
between  the  behavior  of  the  for-profit  and  not-for-profit  sector.  It 
is  frustrating  for  me  how  few  are  willing  to  do  that. 

And  it  is  very  political,  but  if  we  are  willing  to  say  that  the  non- 
profits aren't  good  enough  and  instead  of  making  them  better  and 
more  accountable  we  throw  up  our  hands  and  say  I  guess  for-profit 
is  good,  we  are  kidding  ourselves.  It  took  us  12  years  to  examine 
the  data,  12  years  after  Medicare,  which  of  course  created  the  for- 
profit  hospital  sector.  It  didn't  exist  before.  It  took  us  12  years  to 
start  looking  at  the  difference  in  behavior. 

Every  single  study  demonstrates  exactly  what  intuitively  we 
would  have  guessed.  For-profit  hospitals  and  for-profit  health  care 
followed  the  health  care  dollar  and  that  is  the  extent  of  the  invest- 
ment. 

Chairman  Rangel.  Well,  I  understand  your  thrust,  and  certainly 
that  would  raise  some  political  problems  if  we  were  to  tackle  that. 
But  you  don't  see  any  problems  as  relates  to  all  nonprofits  having 
some  standard  in  which  to  be  eligible  for  tax  exemption  other  than 
having  a  community  assessment? 

Ms.  Miller.  I  think  accountability  should  be  expected  of  all  not- 
for-profits  hospitals  and  otherwise.  And  I  think  probably  it  is  at  the 
State  level  that  accountability  should  be  overseen. 

Chairman  Rangel.  Ken,  you  would  know  better  than  anyone 
else,  I  don't  see  any  political  problem — and  if  so,  you  have  to  warn 
me.  Your  hospitals  have  been  forced  to  accept  the  State  standard, 
and  I  am  not  saying  that  that  should  be  universal,  but  following 
those  guidelines,  would  you  see  a  political  posture  where  not-for- 
profits  would  say  we  don  t  need  that  type  of  burden  as  we  continue 
to  do  good  and  charitable  work? 

Mr.  Raske.  Well,  it  is  hard  for  me  to  speak  in  a  generalizable 
sense.  I  talk  to  them  all  the  time,  Mr.  Chairman.  I  think  you  are 
going  to  get  initially  a  bit  of  a  recoil  because  it  is  something  new, 
and  something  different  and  something  added.  And  that  is  all  true. 
And  that  was  the  reaction  that  we  had.  I  mean,  it  is  a  normal  reac- 
tion. The  question  is  can  it  be  made  to  work  for  the  institution? 

Chairman  Rangel.  Why  would  you  have  that  reaction  when  you 
already  have  standards? 

Mr.  Raske.  Well,  when  we  first  put  it  in  place,  this  has  been  in 
the  development  since  the  mid-1980s,  a  lot  of  work  done  originally 
by  the  United  Hospital  Fund,  David  Seay  and  Robert  Sigmond, 
who  did  some  benchmark  literature  work  on  this  early  on  and  kind 
of  led  the  way.  The  question  is  does  it  work  for  a  group  of  institu- 
tions within  their  own  communities? 

And  I  think  when  I  talk  with  the  CEOs,  most  of  them  will  say 
that  it  does  work.  There  will  be  a  handful  that  say  it  is  still  an 
added  paperwork  burden  and  it  really  is  not  all  that  meaningful. 
The  New  York  State  Health  Department  has  taken  a  look  at  it,  at 
least  the  first  year's  experience,  and  by  and  large  they  said  it  was 
pretty  good. 
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They  have  some  criticisms.  There  is  more  empirical  work  that 
has  to  be  done  and  reach  out  farther  into  the  community,  but  that 
is  a  vaHd  criticism  of  this  effort. 

Chairman  Rangel.  But  wouldn't  it  make  sense  if  you  were  to  at- 
tend these  national  conferences  and  they  say  there  the  Congress 
goes  again  trying  to  tell  us  what  to  do  when  we  know  what  best 
to  do.  And  you  could  say  that  it  is  better  that  they  come  up  with 
something  themselves  rather  than  just  let  us  come  in  with  a  cleav- 
er. 

Mr.  Raske.  I  started  my  day,  Mr.  Chairman,  at  a  tinstee  con- 
ference in  New  York  City  at  8  o'clock,  trustees  on  community  serv- 
ice plans,  to  get  them  fired  up  so  to  speak. 

Chairman  Rangel.  I  am  not  talking  about  New  York  City. 

Mr.  Raske.  I  know  that,  but  even  there  in  that  setting  it  was 
clear  to  them  that  if  you  have  a  document  like  this  one  here,  like 
the  Brooklyn  Hospital  Center,  if  you  have  a  document  that  you  can 
give  to  elected  officials,  to  State  officials,  local  officials,  and  say  we 
are  a  not-for-profit  hospital  and  this  is  what  we  stand  for.  It  is  tan- 
gible. It  is  real.  It  is  something  that  you  can  point  to.  And  it  is  not 
just  a  few  words  that  no  matter  how  sincere  they  are — the  level  of 
sincerity  I  am  not  questioning — but  no  matter  how  sincere  one  is, 
it  is  better  to  have  a  tangible  source  of  a  document  that  says  here 
is  what  we  did  and  here  is  what  we  are  going  to  do  and  measure 
me  by  my  written  word. 

Chairman  Rangel.  Who  should  we  go  to  to  get  this  view  to  be 
expressed  by  whatever  group  there  is  that  represents  not-for- 
profits? 

Mr.  Raske.  Well,  the  American  Hospital  Association  is  the  trade 
association  for  hospitals  in  the  United  States  and  they  are  impor- 
tant in  terms  of  the  knowledge  base  that  they  have  on  this  subject. 
And  they  would  represent  a  reasoned  point  of  view  on  this  matter. 

Chairman  Rangel.  OK  You  encourage  them  that  it  would  be  in 
all  hospitals'  best  interest  that  they  would  share  their 

Mr.  Raske.  I  will  share  my  advice  with  them,  but  I  can't  speak 
for  them. 

Chairman  Rangel.  No,  no,  I  appreciate  it.  But  I  really  don't  see 
where  lobbyists  and  people  that  represent  an  industry  have  to  be 
considered,  you  know,  opposing  what  is  good,  just,  and  equitable. 
And  certainly  in  New  York,  your  association  did  a  great  service. 
And  it  doesn't  mean  that  people  have  to  meet  with  us.  They  should 
educate  us  as  to  what  we  are  doing,  and  why  is  it  wrong  and  what 
we  should  do  that  is  better.  And  when  you  don't  help  us,  and  clear- 
ly we  are  not  getting  much  direction  from  Treasury,  then  we  will 
do  what  we  think  is  right.  And  it  could  be  the  wrong  thing.  That 
sometimes  happens;  seldom. 

Mr.  Raske.  Seldom,  but  it  sometimes  does  happen.  Yes,  sir. 

Chairman  Rangel.  Just  tell  them  that.  We  don't  want  to  make 
a  list  of  rules  that  we  have  to  abide  by,  but  it  would  be  helpful  if 
they  could  share  with  us  how  this  tax — ^how  you  have  to  earn  the 
right  to  be  exempt  from  taxes  and  the  right  to  issue  tax-exempt 
bonds  and  the  right,  really,  to  get  more  money  indirectly  than  you 
would  under  a  taxable  system. 

The  panel  has  made  a  gpreat  contribution  to  this  area.  And  we 
have  got  two  or  three  exciting  fights  going.  The  existence  of  public 
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hospitals  as  a  basic  provider  to  those  who  can't  go  any  place,  the 
theory  that  health  care  should  not  be  competitive,  and  we  should 
have  a  quality  of  free  health  care  available.  And,  of  course,  Ms. 
Miller  wants  to  get  rid  of  the  for-profits  just  once  and  for  all.  And 
that  is  a  political  problem.  But  it  is  interesting,  and  I  want  to 
thank  this  panel. 

The  last  panel  is  Blue  Cross  and  Blue  Shield,  senior  vice  presi- 
dent, and  former  staffer  on  the  Ways  and  Means  Committee.  We 
welcome  you  back  in  this  capacity,  Mary  Nell  Lehnhard;  and  Max- 
ine  Fass,  general  counsel  and  senior  vice  president  of  the  Health 
Insurance  Plan  of  Greater  New  York.  And  we  welcome  you. 

By  unanimous  consent,  your  full  statements  will  be  entered  into 
the  record  and  you  can  proceed  in  the  manner  that  you  feel  com- 
fortable, starting  with  Ms.  Lehnhard. 

STATEMENT  OF  MARY  NELL  LEHNHARD,  SENIOR  VICE 
PRESIDENT,  BLUE  CROSS  AND  BLUE  SHIELD  ASSOCIATION, 
ACCOMPANIED  BY  PHILIP  S.  NEAL,  COUNSEL 

Ms.  Lehnhard.  Mr.  Chairman,  I  am  Mary  Nell  Lehnhard,  senior 
vice  president  of  the  Blue  Cross  and  Blue  Shield  Association,  and 
I  am  here  representing  the  69  independent  Blue  Cross  and  Blue 
Shield  plans.  With  me  is  Philip  Neal  of  Miller  &  Chevalier,  our  out- 
side tax  counsel. 

I  can't  emphasize  strongly  enough  our  support  for  what  we  be- 
lieve is  the  most  fundamental  feature  of  health  care  reform  and 
that  is  the  enactment  of  a  single  set  of  Federal  standards  that  will 
govern  all  health  care  plans  and  reform  the  marketplace.  This  is 
the  first  step  to  foreseeing  uniform  and  fair  competition  on  the 
basis  of  price,  quality,  and  service. 

Health  care  reform  will  be  a  bold,  fresh  departure  from  the  past 
and  it  would  be  incomplete  without  an  equally  fundamental  and 
comprehensive  change  in  the  taxation  of  health  care  plans.  We  be- 
lieve that  the  time  has  come  to  move  beyond  the  patchwork  of  tax 
policies  for  commercial  insurance  companies,  Blue  Cross  and  Blue 
Shield  plans,  HMOs  and  provider-based  health  plans. 

We  believe  that  we  need  a  new  approach,  one  that  recognizes 
that  all  health  plans  are  fundamentally  in  the  same  business  and 
in  vigorous  competition  with  each  other.  We  propose  that  a  single 
tax  policy  and  a  single  tax  rate  be  established  for  all  accountable 
health  plans  whether  profit  or  nonprofit.  This  new  policy  should 
contain  no  exceptions  or  special  preferences  or  hidden  features  and 
no  subsidies.  It  should  be  guided  by  the  premise  that  all  health 
care  plans  will  be  held  to  the  same  set  of  standards  in  the  market- 
place regardless  of  how  they  are  structured. 

Our  position  would  provide  no  exception  for  Blue  Cross  and  Blue 
Shield  plans.  We  would  support  the  phaseout  of  our  special  tax 
treatment  as  part  of  this  strategy.  We  are  prepared  to  accept  an 
end  of  our  special  tax  status  to  obtain  something  more  important 
to  our  plans  and  our  subscribers  and  that  is  a  reformed  health  sys- 
tem that  relies  on  vigorous  and  fair  competition  between  health 
plans  in  order  to  control  costs. 

I  would  emphasize,  especially  after  this  morning's  testimony, 
that  in  supporting  full  taxation  for  all  health  plans,  including  non- 
profit provider-based  health  plans,  we  are  not  advocating  repeal  of 
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tax  exemption  for  not-for-profit  hospitals  or  the  hospitals'  access  to 
tax-exempt  financing.  Neither  would  our  position  preclude  hos- 
pitals or  other  groups  of  providers  from  forming  these  accountable 
health  plans. 

What  we  propose  is  that  the  health  plan  business  of  any  organi- 
zation, including  an  exempt  hospital  or  an  HMO,  be  taxed  either 
as  a  subsidiary  or  a  separate  line  of  business. 

The  administration's  proposal  for  the  taxation  of  health  plans 
runs  the  gamut  from  full  exemption  to  fiill  taxation  with  no  con- 
sistent policy  or  rationale  to  justify  the  diflFerences.  This  inconsist- 
ency is  apparent  in  their  section-by-section  summary.  The  docu- 
ment provides  a  compelling  justification,  first,  for  why  for-profit 
HMOs  are  in  the  business  of  insurance  and  should  be  taxed  as  in- 
surance companies;  and  second,  it  presents  a  case  for  why  the  spe- 
cial tax  status  of  nonprofit  Blue  Cross  and  Blue  Shield  plans 
should  be  eliminated  and  that  is  that  health  care  reform  will  hold 
all  health  plans  to  the  same  set  of  standards. 

However,  when  it  comes  to  nonprofit  HMOs,  there  is  no  attempt 
at  a  rationale  for  continuing  exemption  for  nonprofit  HMOs  or  pro- 
vider-based health  plans.  We  think  because  there  is  no  justifica- 
tion, the  document  only  describes  their  treatment. 

We  believe  that  this  subcommittee  and  the  administration  will 
conclude,  as  we  have,  that  all  health  plans,  whether  HMOs,  Blue 
Cross  and  Blue  Shield  plans,  commercial  insurance  companies  or 
the  networks  now  being  formed  by  provider  groups,  are  fundamen- 
tally in  the  same  business.  They  are  all  in  the  business  of  financing 
services  for  individuals  who  have  transferred  their  risk  of  an  ill- 
ness or  an  accident  to  a  health  plan. 

That  risk  is  then  distributed  among  all  others  who  are  enrolled 
in  that  plan.  Risk  transfer  and  risk  distribution  are  the  defining 
characteristics  of  health  insurance  and  this  is  laid  out  very  clearly 
in  the  administration's  own  section-by-section  summary. 

After  the  enactment  of  health  care  reform,  the  similarities  among 
health  plans  will  only  be  greater.  Unless  these  distinctions  are 
eliminated,  nonprofit  health  plans  will  have  a  tax-subsidized  ad- 
vantage over  other  companies  in  the  very  same  business.  The  sub- 
sidy would  be  35  percent  of  a  company's  taxable  income,  and  in  ad- 
dition, access  to  tax-free  bond  financing. 

In  summary,  we  urge  that  this  subcommittee  approach  the  tax- 
ation of  health  plans  on  the  same  principled  basis  as  the  rest  of 
health  care  reform.  We  need  a  tax  policy  that  looks  ahead  to  the 
changes  envisioned  under  health  care  reform,  and  that  policy  must 
recognize  that  the  health  plans  of  the  future  should  be  governed 
not  only  by  the  same  market  conduct  standards,  but  by  the  same 
tax  policies. 

Thank  you. 

[The  prepared  statement  follows:! 
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TESTIMONY  OF  MARY  NELL  LEHNHARD 

SENIOR  VICE  PRESIDENT 

BLUE  CROSS  AND  BLUE  SHIELD  ASSOCIATION 


Mr.  Chairman  and  members  of  the  subcommittee,  I  am  Mary  Nell  Lehnhard,  Senior  Vice 
President  of  the  Blue  Cross  and  Blue  Shield  Association,  the  coordinating  organization  for 
the  69  independent  Blue  Cross  and  Blue  Shield  Plans  throughout  the  nation.  Collectively, 
the  Plans  provide  health  benefits  protection  for  about  68  million  Americans.  I  appreciate 
the  opportunity  to  present  our  views  to  you  on  how  the  Health  Security  Act  would  affect 
the  tax  treatment  of  health  care  organizations. 

Blue  Cross  and  Blue  Shield  Plans  have  a  firm  and  longstanding  commitment  to 
comprehensive  health  care  reform.  We  support  the  fundamental  goal  that  all  Americans 
should  have  affordable,  comprehensive  health  insurance  and  that  the  unacceptable  increase 
in  health  care  costs  must  be  restrained. 

I  cannot  emphasize  strongly  enough  our  support  for  what  we  believe  is  the  most 
fundamental  feature  of  health  care  reform:  the  enactment  of  a  single  set  of  federal  standards 
that  will  govern  all  health  plans  in  the  reformed  marketplace,  forcing  uniform  and  fair 
competition  on  the  basis  of  price,  quality,  service  and  sound  management.  This  change 
alone  will  correct  much  of  what  is  wrong  today  with  our  health  care  system  and  will 
respond  to  what  Americans  most  want  heahh  care  reform  to  accomplish    It  would  open 
the  doors  of  all  health  care  plans  to  anyone  who  chooses  to  enroll,  regardless  of  their 
health  care  status.  It  would  eliminate  volatile  changes  in  premiums  from  year  to  year. 
Most  important,  it  would  guarantee  that  health  benefits  cannot  be  taken  away  because  of 
an  illness  or  a  change  of  jobs.  These  are  the  first  order  changes  that  any  health  reform 
legislation  must  accomplish. 

The  Need  for  a  New  Tax  Policy 

Health  care  reform  will  be  a  bold,  fresh  departure  fi-om  the  past  and  it  will  be  incomplete 
without  an  equally  fundamental  and  comprehensive  change  in  the  taxation  of  health  care 
plans.  The  time  has  come  to  move  beyond  the  patchwork  pattern  of  tax  policies  and  rates 
for  commercial  insurance  companies.  Blue  Cross  and  Blue  Shield  Plans,  HMOs  and  others 
These  tax  policies  have  served  their  purposes  and  now  need  to  be  replaced.  We  need  a 
new  approach 

We  propose  that  a  single  tax  policy  and  a  single  tax  rate  be  established  for  all  accountable 
health  care  plans,  whether  for  profit  or  nonprofit.  This  new  policy  should  contain  no 
exceptions,  no  special  preferences,  no  hidden  features  and  no  subsidies.  It  should  be 
guided  by  the  simple  premises  that  all  health  care  plans  will  be  held  to  the  same  set  of 
standards  in  the  marketplace  ~  regardless  of  how  they  are  structured  ~  and  that  the 
reformed  marketplace  will  provide  universal  insurance  coverage. 

Make  no  mistake,  our  position  also  provides  no  exception  for  Blue  Cross  and  Blue  Shield 
Plans.  We  will  support  the  phase  out  of  the  special  tax  status  of  Blue  Cross  and  Blue 
Shield  Plans  as  part  of  the  enactment  of  a  uniform  set  of  market  standards  for  all 
accountable  health  plans.  Our  position  underscores  our  firm  commitment  to  the  enactment 
of  health  reform.  We  are  prepared  to  accept  an  end  to  our  special  tax  status  to  achieve 
something  far  more  important  to  Blue  Cross  and  Blue  Shield  Plans  and  our  subscribers,  a 
reformed  health  care  system  that  relies  on  vigorous  and  fair  competition  between  health 
plans  to  control  health  costs. 

The  other  major  effect  of  our  proposal  would  be  the  elimination  of  tax  exemption  and  the 
access  to  tax  exempt  bond  financing  for  all  nonprofit  health  plans,  including  nonprofit 
HMOs  and  health  care  plans  organized  by  nonprofit  hospitals. 

Let  me  be  clear  that  this  does  not  mean  we  are  advocating  the  repeal  of  tax  exemption  for 
nonprofit  hospitals  or  their  access  to  tax  exempt  financing.  Our  position  also  would  not 
preclude  hospitals  or  other  groups  of  health  care  providers  from  forming  accountable 
health  plans.  What  we  propose  is  that  the  health  plan  business  of  any  organization. 
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including  an  exempt  hospital  or  HMO,  should  be  taxed.  This  is  consistent  with  the 
principle  of  current  law  that  a  business  activity  of  an  exempt  organization  is  taxable  if  it  is 
unrelated  to  the  tax  exempt  purpose  of  the  organization.  ThCTe  is  no  reason  that  the 
extension  of  this  well-established  tax  principle  to  the  business  of  health  financing  should 
threaten  in  any  way  the  quality  of  the  services  provided  by  those  who  deliver  health  care. 

Tax  Changes  in  the  Health  Security  Act 

The  Administration's  proposals  for  the  taxation  of  heahh  plans  run  the  full  gamut  fi-om  tax 
exemption  to  full  taxation  with  no  consistent  policy  rationale  or  compelling  guiding 
principle  to  explain  the  differences.  It  is  this  unsupportable  variation  that  we  believe  must 
be  changed. 

Beginning  in  1997,  the  Health  Security  Act  would  repeal  the  special  tax  status  of  Blue 
Cross  and  Blue  Shield  Plans.  Under  provisions  of  the  Tax  Reform  Act  of  1986,  Blue  Cross 
and  Blue  Shield  Plans  lost  their  tax  exemption.  Plans  have  been  allowed  to  deduct  a 
portion  of  their  additions  to  their  reserves  and  these  amounts  are  then  subject  to  the 
alternative  minimum  tax  (AMT)  rate  of  20%.  Commercial  insurance  companies  are 
required  to  pay  the  fiill  corporate  35%  tax  rate  on  comparable  additions  to  their  reserves. 
Blue  Cross  and  Blue  Shield  Plans  were  also  allowed  to  continue  to  deduct  100%  of  their 
additions  to  reserves  for  unearned  proniums  while  other  insurance  companies  were  only 
entitled  to  deduct  80%  of  these  amounts. 

Under  the  President's  proposal,  BCBS  Plans  that  met  strict  standards  before  the  1997 
effective  date  of  the  repeal  of  their  special  tax  status  would  be  entitled  to  continue  the 
lower  AMT  tax  rate  on  their  reserves  for  an  additional  two  year  period. 

The  Health  Security  Act  would  allow  nonprofit  HMOs  to  continue  to  qualify  for  tax 
exemption.  Staff  model  HMOs  presently  qualify  for  exemption  under  section  50 1  (c)(3 ) 
which  allows  them  access  to  tax  exempt  bonds  to  meet  their  capital  needs.  Most  other 
forms  of  HMOs  have  been  classified  under  section  501(cX4)  which  exempts  them  fi-om  the 
payment  of  federal  taxes  but  does  not  allow  thrai  access  to  tax  exonpt  financing.  To 
retain  exemption,  the  Act  would  require  that  an  HMO  meet  two  tests:  the  HMO  could  not 
offer  substantial  open  ended  benefits  outside  of  its  network  and  a  section  501(c)(3) 
organization  would  be  required  to  assess  the  health  care  needs  of  its  community  and 
determine  how  to  satisfy  tihem. 

Delta  Dental  Plans  are  exempt  fi-om  taxation  under  cumrent  law  and  no  change  would  be 
made  in  their  tax  status  by  the  Health  Security  Act. 

Finally,  the  Act  would  treat  for  profit  HMOs  -  and  nonprofit  HMOs  that  do  not  qualify  for 
exemption  ~  as  taxable  insurance  companies  which  would  clarify  that  they  are  in  the 
business  of  insurance  and  are  entitled  to  the  same  insurance  resove  deductions  that  are 
available  to  other  insurers. 

In  summary,  rather  than  rationalizing  tax  policy  for  all  health  plans  into  a  coherent  whole, 
the  Health  Security  Act  would  merely  substitute  a  new  and  less  rational  patchwork  policy 
for  the  one  we  already  have.  Perhaps  even  more  disturbing  is  that  the  result  would  surely 
be  higher  costs  to  the  federal  government  through  the  unexplained  subsidies  of  certain 
types  of  health  plans  and  the  lost  opportunity  to  craft  a  consistent  tax  policy  that 
complements  the  objectives  of  health  care  reform. 
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The  Principles  that  Should  Guide  Tax  Changes 

As  the  subcommittte  considers  the  changes  needed  in  the  tax  code  to  accompany  health 
care  reform,  we  recommend  that  you  be  guided  by  several  principles. 

1.  Uniformity  of  Treatment 

We  believe  that  this  subcommittee  and  the  Administration  will  conclude,  as  we  have,  that 
all  health  plans  ~  HMOs,  Blue  Cross  and  Blue  Shield  Plans,  commercial  insurance 
companies  and  the  new  integrated  networks  and  partnerships  being  organized  by  health 
care  provdiers  -  are  fundamentally  in  the  same  business. 

All  health  care  plans  are  in  the  business  of  financing  health  care  services  for  individuals 
who  have  transferred  their  risk  of  an  illness  or  accident  to  the  health  plan.  That  risk  is  then 
distributed  among  all  others  who  are  enrolled  in  the  same  plan.  Risk  transfer  and  risk 
distribution  are  the  defining  characteristics  of  health  insurance,  without  regard  to  the 
almost  endless  number  of  ways  that  different  organizations  have  been  formed  to  manage 
those  two  tasks.  This  business  is  the  same  whether  the  health  plans  are  for  profit  or 
nonprofit  companies,  as  Congress  and  the  IRS  have  already  concluded  in  the  case  of 
nonprofit  Blue  Cross  and  Blue  Shield  Plans  and  commercial  insurance  companies. 

All  health  plans  protect  their  enrollees  fi'om  losses  resulting  fi-om  an  illness  or  accident 
either  by  making  payments  for  the  services  they  receive  or  by  providing  the  services 
directly  to  the  enrollee.  Whichever  route  they  choose  makes  no  difference  to  the  insurance 
principle  of  indemnifying  an  individual  for  his  or  her  loss.  It  is  still  the  transfer  and 
distribution  of  risk. 

After  the  enactment  of  health  care  reform,  the  similarity  among  health  plans  will  only  be 
greater  than  it  is  today.  They  will  be  required  to  offer  identical  benefits,  open  enrollment, 
community  rating  and  meet  cost  containment  and  quality  standards.  Tax  subsidies  to 
encourage  these  same  practices  will  no  longer  be  needed.  Unless  all  tax  distinctions  are 
eliminated,  a  nonprofit,  tax  exempt  health  plan  would  have  a  tax  subsidized  advantage  over 
other  companies  which  are  engaged  in  the  same  business  under  the  same  standards    That 
subsidy  would  equal  35%  of  a  company's  taxable  income.  In  addition,  the  capital  costs  of 
staff  model  HMOs  would  continue  to  be  subsidized  by  tax-free  bond  financing.    This 
outcome  is  neither  acceptable  nor  justified. 

2.  Separate  Tax  Treatment  for  Health  Care  Financing  and 
Delivery 

We  also  believe  that  the  tax  code  must  make  a  clear  distinction  between  the  business  of 
health  care  financing  and  health  care  delivery.  This  is  particularly  important  if  Congress 
intends  to  retain  tax  exemption  for  the  care  provided  by  nonprofit  hospitals.  Unless 
Congress  separates  these  two  activities,  exempt  health  provider  organiztions  that  are 
rapidly  entering  the  field  of  health  financing  will  cause  a  significant  drain  on  federal 
revenues  after  the  enactment  of  health  care  reform.  In  addition,  there  would  be  significant 
and  unwarranted  competitive  advantages  held  by  these  tax  exempt  organizations. 


3.  Changes  Coincide  with  Health  Care  Reform 

Our  support  for  fundamental  change  in  thetax  code  is  linked  directly  to  the  enactment  of 
health  care  reform  legislation  that  achieves  a  level  playing  field  among  all  health  plans  no 
matter  how  they  are  structured.  To  state  our  case  clearly,  we  support  health  reform 
legislation  that  establishes  a  level  playing  field  among  all  health  plans  with  respect  to  their 
market  conduct  and  we  will  not  support  a  tax  policy  that  falls  short  of  the  same  standard. 
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This  is  a  singular  and  important  opportunity  for  Congress  to  address  the  irrational  variation 
in  the  tax  treatment  of  health  care  financing  organizations.  Without  a  consistent  and 
complementary  tax  policy  to  accompany  the  establishment  of  uniform  standards  for  all 
accountable  health  plans,  there  can  be  little  prospect  that  the  promise  of  health  care  reform 
-  the  vigorous  competition  among  all  health  plans  in  the  market  ~  can  be  realized. 


4.  Moratorium  on  Granting  501(cX3)  Status  to  Health  Plans 

One  of  the  most  troublesome  developments  in  the  taxation  of  health  plans  are  two  recent 
rulings  by  the  IRS  that  nonprofit  hospitals  can  acquire  medical  practices  and  compete  in  the 
health  financing  business  with  HMOs  and  health  insurers  without  loss  of  their  tax  exempt 
status.  These  emerging  arrangements,  known  as  integrated  delivery  systems  (EDS),  not 
only  gain  the  advantage  of  tax  exemption,  they  have  also  become  eligible  for  raising  capital 
through  tax  exempt  financing. 

It  is  clearly  essential  that  Congress  sort  out  these  kinds  of  issues  when  you  take  up  health 
care  reform  next  year.  For  example,  we  believe  tax  exempt  bonds,  which  are  only  available 
to  501(c)(3)  organizations,  should  not  be  used  to  finance  the  construction  of  facilities  for 
the  health  plan  itself  or  for  the  clinics  that  will  provide  medical  care  to  the  plan's  enroUees. 
Until  these  issues  are  clarified,  we  urge  you  to  take  appropriate  actions  to  put  a  temporary 
halt  on  the  fiirther  granting  of  501(cX3)  status  to  any  health  plan  arrrangement.  This,  of 
course,  does  not  mean  that  hospitals  could  not  continue  to  be  granted  this  status  as  they 
are  today. 


5.  Appropriate  Transition  Provisions 

Blue  Cross  and  Blue  Shield  Plans  are  well  aware  of  the  difficulty  caused  by  making  the 
change  fi-om  tax  exempt  to  taxable  status  and  we  understand  the  importance  of  appropriate 
transition  provisions  when  an  organization's  tax  status  is  changed.  Many  of  the  technical 
transition  provisions  that  would  be  required  for  exempt  health  plans  that  becomes  taxable 
could  be  modeled  after  provisions  provided  to  Blue  Cross  and  Blue  Shield  Plans  in  the  Tax 
Reform  Act  of  1986.  Any  transition  rules  should  not,  however,  undermine  the  essential 
principle  of  achieving  a  level  tax  playing  field  for  all  health  plans. 

Similarly,  Blue  Cross  and  Blue  Shield  Plans  will  require  transition  rules  as  they  move 
toward  fiilly  taxable  status.  Two  provisions  are  particularly  important.  First,  the  phase  out 
period  for  Plans  should  be  gradual  and  available  to  all  Blue  Cross  and  Blue  Shield  Plans. 
Second,  Blue  Cross  and  Blue  Shield  Plans  and  all  other  health  plans  should  be  entitled  to  a 
100%  deduction  for  additions  to  premium  stabilization  reserves  just  as  life  insurance 
companies  are  now  allowed  to  take  this  deduction  for  their  health  insurance  business. 


Conclusion 

In  summary,  the  Blue  Cross  and  Blue  Shield  Association  urges  this  subcommittee  to 
approach  the  taxation  of  health  plans  on  the  same  principled  basis  as  the  rest  of  health  care 
reform.  The  old  ways  of  financing  and  structuring  health  care  are  changing  every  day  and 
the  change  is  rapid  and  irreversable.  We  need  a  tax  policy  that  looks  ahead  to  these 
changes.  That  policy  must  recognize  that  the  health  plans  of  the  fiiture  may  take  many 
different  forms,  but  they  will  all  be  in  the  same  business  and  should  play  by  the  same  set  of 
rules.  None  of  these  health  plans  should  be  subsidized  by  federal  tax  revenues.  Those  are 
the  principles  that  we  urge  you  to  support  as  you  consider  health  reform  legislation. 
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Chairman  Rangel.  Thank  you. 
Ms.  Fass. 

STATEMENT  OF  MAXBVE  FASS,  SENIOR  VICE  PRESIDENT  AND 
GENERAL  COUNSEL,  HEALTH  INSURANCE  PLAN  OF 
GREATER  NEW  YORK 

Ms.  Fass.  I  am  Maxine  Fass.  I  am  senior  vice  president  and  gen- 
eral counsel  of  the  Health  Insurance  Plan  of  Greater  New  York,  a 
not-for-profit  health  maintenance  organization  operating  in  New 
York,  with  aflfihated  HMOs  in  New  Jersey  and  Florida. 

Mr.  Chairman,  on  November  9,  HIP  testified  here  about  aspects 
of  the  Health  Security  Act  including  its  effect  on  501(c)(3)  status. 
I  would  like  to  expand  on  that  testimony  today  and  to  comment  on 
provisions  in  the  act  which  require  HMOs  to  offer  a  point-of- service 
product. 

HIP  was  founded  in  1944  with  a  mission  to  provide  quality,  af- 
fordable health  care  to  diverse  populations  on  a  community -rated 
basis.  We  strongly  support  community  rating  as  a  bedrock  of  the 
administration's  proposal. 

The  HIP  system  serves  1.2  million  members,  including  under- 
served  groups,  Medicare  and  Medicaid  members.  HIP  is  organized 
as  a  prepaid  group  practice  under  which  subscribers  pay  a  pre- 
mium for  comprehensive  medical  and  hospital  services  if  those 
services  are  provided  or  arranged  by  physicians  practicing  within 
the  medical  groups  which  contract  with  the  HMO. 

The  act  provides  that  while  HMOs  may  continue  to  offer  their 
traditional  products,  they  must  also  offer  a  point-of- service  product, 
which  allows  members  to  obtain  care  outside  the  HMO's  provider 
network.  The  structure  of  the  point-of-service  mandate  in  the  act 
causes  us  great  concern,  Mr.  Chairman. 

It  is  more  open  ended  than  most  such  products  on  the  market 
today.  It  doesn't  allow  for  deductibles  or  copayments  for  certain 
services.  Since  HMOs  are  unable  to  apply  their  usual  standards  for 
quality  and  utilization  to  point-of-service  products,  we  fear  that 
continuity  of  patient  care  may  suffer. 

In  addition,  some  HMOs  are  currently  unable  to  offer  point-of- 
service  because  laws  in  States  where  they  operate  prohibit  offering 
point-of-service  except  through  a  licensed  insurance  company.  We 
recommend  instead  that  HMOs  be  permitted,  but  not  required,  to 
offer  point-of-service,  that  there  be  flexibility  in  product  design,  and 
that  the  act  contain  express  preemption  of  State  laws  which  do  not 
allow  HMOs  to  offer  point-of-service  under  their  HMO  licenses. 

Another  issue  of  great  concern  to  us  which  has  been  raised  here 
earlier  this  morning  is  the  risk  that  tax-exempt  HMOs  may  lose 
their  exemption  by  offering  point-of-service.  While  the  Tax  Code  al- 
lows an  exempt  organization  to  engage  in  some  business  unrelated 
to  its  charitable  purposes,  if  the  unrelated  business  is  substantial, 
the  exemption  can  be  lost. 

The  issue  in  this  context  is  whether  under  the  code,  point-of- 
service  is  unrelated  business;  and  if  so,  at  what  point  it  becomes 
so  substantial  as  to  jeopardize  our  exemption. 

Section  501(m)  of  the  code  denies  exemption  to  a  health  care  en- 
tity if  a  substantial  part  of  its  business  is  "commercial  type"  insur- 
ance. It  is  unclear  under  501(m)  whether  a  point-of-service  product 


115 

provided  is  or  is  not  commercial  insurance.  A  proposed  amendment 
in  the  act  would  appear  to  clarify  that  it  is. 

Also  the  service  has  indicated  that  it  considers  point-of-service 
commercial  activity  under  current  law.  What  remains  unclear  even 
under  the  proposed  amendment  to  501(m)  is  the  definition  of  sub- 
stantiality. 

In  similar  circumstances,  the  service  has  defined  it  as  roughly  10 
percent  of  the  business.  Given  the  act's  proposed  mandate,  10  per- 
cent could  easily  be  exceeded  by  an  HMO.  Operating  without  a  de- 
fined standard  might  expose  the  HMO  to  an  after-the-fact  charge 
that  it  has  already  exceeded  the  limits  with  the  resulting  revoca- 
tion of  its  tax  exemption. 

We  respectfully  request  that  the  act  be  amended  to  state  either 
that  point-of-service  offered  by  an  HMO  is  not  commercial  insur- 
ance or  in  the  alternative  that  point-of-service  business  will  not 
threaten  the  exemption  unless  it  becomes  the  primary  activity  of 
the  organization. 

Mr.  Chairman,  another  issue  for  tax-exempt  HMOs  which  is  not 
directly  addressed  in  the  act  relates  to  access  to  capital.  You  have 
been  a  strong  supporter  of  repealing  of  the  $150  million  cap  on  tax- 
exempt  debt  for  exempt  organizations.  In  our  testimony  last  month, 
we  explained  how  the  cap  acts  as  a  barrier  to  our  ability  to  open 
health  centers  and  replace  equipment.  We  would  once  again  urge 
a  repeal  of  the  cap. 

Finally,  Mr.  Chairman,  we  share  your  concern  about  the  short- 
age of  health  care  in  certain  geographic  areas.  Our  written  state- 
ment contains  a  proposal  to  amend  the  act  which  in  addition  to  tax 
credits  to  induce  providers  to  work  in  underserved  areas,  would 
allow  a  health  plan  to  repay  provider  education  loans  without  that 
being  taxable  to  the  physician.  We  would  urge  your  consideration 
of  that  proposal  as  well. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  follows:] 
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Senior  Vice  President  and  General  Counsel 
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Subcommittee  on  Select  Revenue  Measures 
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Washington,  D.C. 

Tuesday,  December  14,  1993 


My  name  is  Maxine  Fass  and  I  am  Senior  Vice  President  and  General  Counsel  of  the 
Health  Insurance  Plan  of  Greater  New  York,  a  not-for-profit  prepaid  group  practice  model  health 
maintenance  organization  operating  in  New  York,  with  affiliated  HMOs  in  New  Jersey  and 
Florida. 

I  am  pleased  to  present  testimony  today  on  selected  tax  provisions  in  the  Administration's 
Health  Security  Act  with  respect  to  the  impact  on  HMOs  which  are  tax  exempt  organizations 
under  section  501  (c)(3)  or  (c)(4)  of  the  Internal  Revenue  Code.  In  addition,  our  statement  also 
comments  on  certain  provisions  of  the  Health  Security  Act  which  would  require  all  health  plans, 
both  for  profit  and  not-for-profit,  to  offer  what  is  know  as  point-of-service  products  (POS). 

BACKGROUND 

First,  I  believe  it  would  be  helpful  to  the  subcommittee  to  provide  a  brief  overview  of 
the  HIP  system. 

HIP  was  formed  in  New  York  City  nearly  50  years  ago,  under  the  leadership  of  Mayor 
Fiorello  LaGuardia  with  significant  financial  support  from  philanthropic  organizations.  As  a  not- 
for-profit  organization  with  a  mission  to  provide  quality,  affordable  health  care  to  diverse 
populations  HIP,  from  its  inception,  has  offered  health  care  coverage  through  a  community- 
rating  system.  Under  this  system,  HIP  treats  all  subscribers  ~  young,  old,  healthy,  sick  ~  as 
part  of  the  same  community,  thus  allowing  groups  with  different  profiles  to  pay  the  same 
premium  for  a  wide  range  of  benefits  based  on  the  anticipated  cost  of  care  for  everyone.  HIP 
views  community  rating  as  the  best  way  not  only  to  spread  risk  but  to  assure  wide  access  to 
care,  regardless  of  age  or  health  status.  We  strongly  support  the  Clinton  plan's  insistence  on 
community  rating. 

Today,  the  HIP  system  serves  nearly  1.2  million  members  throughout  all  five  boroughs 
of  New  York  City,  all  of  Long  Island,  Westchester  County,  New  Jersey  and  southeast  Florida. 
HIP  members  are  employees  of  groups  as  diverse  as  Fortune  500  companies,  federal,  state  and 
city  governments,  middle  size  and  small  businesses.  Others  receive  benefits  through  the 
Medicare  and  Medicaid  programs,  and  some  enroll  directly  in  a  special  plan  for  uninsured 
individuals.  HIP  is  the  second  largest  Medicare  risk  contractor  in  the  eastern  U.S.  with  over 
45,000  Medicare  risk  members.  HIP  also  makes  special  efforts  to  reach  out  to  underserved 
populations,  including  uninsured  children  and  small  businesses  enrolled  in  state  subsidized 
programs  in  New  York.  In  New  Jersey,  in  addition  to  enrolling  large  and  small  employer 
groups,  and  Medicare  and  Medicaid  beneficiaries,  we  actively  enroll  uninsured  individuals  in 
accordance  with  the  spirit  of  the  state's  recently  enacted  health  insurance  reform  plan.  In 
Florida,  HIP  participates  in  the  newly  established  small  employer  plan,  and  has  applied  for 
authority  to  enter  into  a  Medicaid  contract. 

HIP  is  organized  and  operated  as  a  prepaid  group  practice  plan.  Under  a  group  practice 
model,  HMO  subscribers  pay  a  predetermined  monthly  premium  in  return  for  which  they  receive 
a  comprehensive  array  of  medical  and  hospital  services,  provided  that  those  services  are  either 
provided  or  arranged  for  by  physicians  practicing  within  medical  groups  which  contract  with  the 
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HMO.  In  New  York  and  New  Jersey,  HIP's  prepaid  group  practice  system  relies  on  contractual 
arrangements  with  large  physicians  groups  devoted  on  a  full-time  basis  to  the  care  of  HIP 
members.  Affiliated  physicians  practice  in  medical  centers  with  colleagues  from  virtually  every 
specialty.  At  present,  HIP  contracts  with  six  independent  medical  groups  in  New  York  with  a 
total  of  618  primary  care  physicians  and  297  specialty  physicians.  HIP  members  have  access 
to  over  800  affiliated  consultant  specialists  on  a  refen^  basis.  Affiliated  physicians  care  for 
patients  in  HIP-owned  or  leased  medical  centers.  Non-emergency  hospitalization  is  arranged  by 
medical  group  physicians  in  one  of  the  many  hospitals  with  which  HIP  is  affiliated. 

We  have  found  the  prepaid  group  practice  model  to  be  highly  effective  for  a  variety  of 
reasons.  The  emphasis  on  preventive  care  helps  providers  detect  illness  at  its  initial  stages, 
making  early  intervention  possible  and  avoiding  more  costly  care  for  advanced  illness.  Since 
the  medical  groups  are  compensated  either  on  a  capitation  or  a  budget  basis  and  not  according 
to  each  individual  patient  encounter,  there  is  no  financial  incentive  to  provide  unnecessary 
services.  At  the  same  time,  affiliated  physicians  are  free  to  order  any  diagnostic  test  they 
believe  is  appropriate. 

The  Congressional  Budget  Office  has  recognized  the  efficiencies  of  group  and  staff  model 
HMOs  as  follows: 

Fully  integrated  HMOs  with  their  own  delivery  systems  are  the  forms  of  managed  care 
for  which  demonstrated  cost  savings  are  the  greatest.  CBO  has  estimated  that  staff-  and 
group-model  HMOs  reduce  personal  health  expenditures  by  15  percent  from  their  levels 
under  traditional  private  health  insurance  with  typical  coinsurance.  ("Estimates  of  Health 
Care  Proposals  from  the  102nd  Congress,"  Congressional  Budget  Office,  July,  1993.) 

Further: 

Moving  people  from  fee-for-service  medicine  into  staff-  and  group-models  HMOs  would 
reduce  health  care  spending.  If  everyone  with  health  insurance  were  to  enroll  in  these 
HMOs,  national  health  expenditures  could  decline  by  up  to  10  percent  ("Managed 
Competition  and  Its  Potential  to  Reduce  Health  Spending,"  Congressional  Budget  Office, 
May  1993.) 

Clearly,  fmdings  such  as  these  have  influenced  much  of  the  Clinton  health  reform  proposal. 

TREATMENT  OF  HEALTH  MAINTENANCE  ORGANIZATIONS 

Mr.  Chairman,  on  November  9,  1993  Marc  Wolfert,  HIP's  Vice  President  for 
Government  Assisted  Programs,  testified  before  this  Subcommittee  about  various  provisions  in 
the  Clinton  Plan  of  concern  to  HIP.  Included  in  his  statement  was  mention  of  both  tax  and 
logistical  issues  in  the  Act  that  could  have  implications  for  1)  HIP's  status  as  a  tax  exempt 
organization  under  Section  501  (c)(3)  of  the  Internal  Revenue  Code,  and  2)  delivery  of  health 
services  to  current  and  future  members.  We  appreciate  the  opportunity  today  to  expand  on  that 
testimony. 

Sec.  1402(d)  of  Health  Security  Act  requires  in  pertinent  part  that  health  plans  offering 
"lower  cost  sharing"  (generally  understood  to  be  HMOs)  must  "offer  enroUees  the  opportunity 
to  obtain  coverage  for  out-of network  items  and  services... and... may  charge  an  alternative 
premium  to  take  into  account  such  coverage."  This  provision  has  been  interpreted  by  the 
managed  care  industry  to  mean  that  while  HMOs  may  continue  to  offer  their  traditional  plan 
covering  only  services  provided  or  arranged  for  by  plan-affiliated  medical  providers,  they  must 
also  offer  a  so-called  point-of-service  product.  That  product  would  allow  enrollees  to  seek  care 
outside  of  the  HMO's  provider  network  for  aH  items  and  services  covered  in  the  proposed 
standard  benefit  package.  While  an  alternative  premium  may  be  charged  for  the  POS  option, 
a  deductible  may  not  be  applied  to  out-of-network  coverage.  Furthermore,  no  copayments  may 
be  required  for  clinical  preventive  services,  case  management  and  prenatal  care  visits. 
According  to  press  reports,  this  provision  was  a  late  change  in  the  Act  made  in  response  to  a 
mistaken  belief  that,  under  the  Plan  as  drafted,  consumer's  choice  of  providers  would  be 
substantially  curtailed. 

While  HIP  strongly  supports  consumer  choice  of  health  plan  options,  we  have  serious 
concerns  about  the  structure  of  the  mandatory  POS  offering  in  the  Act.    POS  can  serve  as  a 
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useful  option  to  allow  subscribers  to  elect  to  use  either  fee-for-service  or  a  managed  care 
provider.  Indeed,  in  response  to  consumer  and  employer  demand,  the  number  of  HMOs 
offering  a  POS  option  has  grown  rapidly,  from  20  percent  in  1990  to  about  half  of  all  HMOs 
currently.  However,  great  care  has  been  given  to  the  design  of  POS  products  now  offered  by 
HMOs,  particularly  related  to  cost  sharing  arrangements  which  are  designed  to  provide  a 
financial  incentive  to  the  member  to  recognize,  for  example,  the  need  to  choose  a  primary  care 
physician.  In  addition,  there  are  other  financial  mechanisms  to  address  quality  assurance, 
continuity  of  care,  utilization  review  and  data  collection  systems.  These  features  are  designed 
to  enable  the  HMO  to  continue,  in  a  real  sense,  to  "manage"  the  care  given  to  subscribers  by 
monitoring  and  evaluating  services,  especially  to  ensure  that  essential  preventive,  primary,  and 
prenatal  care  are  received.  Most  HMOs  with  a  POS  product  require,  for  example,  that  the 
enrollees  use  HMO  providers  for  well-baby  care,  prenatal  care  and  prescription  drugs  to  assure 
that  care  is  coordinated  in  a  central  medical  record,  one  of  the  key  elements  in  a  group  practice 
managed  care  plan. 

By  contrast,  the  POS  design  in  the  Act  is  contradictory  to  the  overall  reform  goals  of 
eliminating  uncoordinated  delivery  systems  and  raises  quality  concerns  that  consumers  should 
be  aware  of.  Furthermore,  the  POS  mandate  runs  counter  to  the  Act's  goals  of  lowering 
administrative  costs  and  allowing  the  marketplace  to  determine  what  product  design  innovations 
may  be  required.  POS  plans  are  very  expensive  to  set  up,  and  tend  to  have  higher 
administrative  costs  than  traditional  HMO  plans,  particularly  with  their  emphasis  on  paying 
claims  which  is  not  the  primary  function  of  most  HMOs.  Moreover,  while  many  HMOs  are 
able  to  respond  to  marketplace  demand  to  offer  a  POS  option,  others  may  not  have  the  capability 
because  of  state  licensure  requirements,  solvency  and  capitalization  requirements  and,  as  will 
be  discussed  shortly,  limitations  imposed  by  the  Internal  Revenue  Code.  Specifically,  many 
states  -  Florida,  Indiana,  New  Jersey  and  Ohio  for  example  -  expressly  prohibit  HMOs  from 
offering  a  POS  product  except  through  or  in  conjunction  with  an  entity  licensed  to  operate  as 
an  insurance  carrier,  an  expensive,  cumbersome,  and  time  consuming  effort.  The  Act,  at  least 
on  its  face,  does  not  preempt  these  restrictive  state  laws. 

First,  we  recommend  that  HMOs  be  permitted,  but  not  required,  to  offer  a  POS  product 
(with  the  flexibility  to  impose  deductibles  for  out-of-network  services  and/or  to  require  that 
preventive  care  be  obtained  from  HMO  providers.)  Second,  the  Act  should  expressly  preempt 
those  state  laws  which  do  not  allow  HMOs  to  offer  a  POS  product  under  their  HMO  license. 
Finally,  and  of  particular  concern  to  this  Subcommittee,  the  Act  must  specifically  provide  that 
those  not-for-profit  HMOs  who  offer  a  point-of-service  plan  will  not  risk  losing  their  tax-exempt 
status. 

TAX  ISSUES 

Of  major  concern  to  HIP  and  other  health  care  entities  who  are  tax-exempt  organizations 
under  IRC  §501(c)(3)  or  501(c)(4)  is  the  effect  that  offering  a  POS  product  might  have  on  their 
tax-exempt  status. 

Section  501(c)  of  the  Code  and  regulations  promulgated  thereunder  contemplate  that  an 
exempt  organization  may,  under  certain  circumstances,  engage  in  a  limited  amount  of  business 
unrelated  to  its  charitable  purpose.  Sections  511,  513  and  515  and  regulations  thereunder 
provide  that,  under  certain  circumstances,  the  unrelated  business  income  of  a  charitable 
organization  may  be  subject  to  income  tax.  Regulation  1.50 1(c)(3)- 1(e)  provides  further  that 
where  the  unrelated  business  predominates,  the  entity's  overall  tax  exempt  status  will  be  denied. 
The  issues  in  the  context  of  tax  exempt  HMOs  which  provide  or,  under  the  Act,  may  be 
required  to  provide  POS  products  are  first,  whether  the  Code  or  the  Service's  interpretation 
requires  that  POS  be  considered  business  "unrelated"  to  the  HMOs  exempt  purpose;  second, 
whether,  if  "unrelated,"  the  income  derived  from  POS  is  taxable,  and  finally,  whether  and  when 
POS  becomes  so"  "substantial"  as  to  jeopardize  the  organization's  overall  tax-exemption. 

In  answering  these  questions,  a  close  look  at  the  Internal  Revenue  Code  and  Regulations, 
as  well  several  key  General  Counsel  Memoranda,  is  instructive.  In  particular.  Section  501(m), 
entitled  "Certain  Organizations  Providing  Commercial  -Type  Insurance  Not  Exempt  from  Tax" 
provides  in  pertinent  part  as  follows: 
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(1)  DENIAL  OF  TAX  EXEMPTION  WHERE  PROVIDING  COMMERCIAL-TYPE 
INSURANCE  IS  SUBSTANTIAL  PART  OF  ACTIVITIES.  -  An  organization  described 
in  paragraph  (3)  or  (4)  of  subsection  (c)  shall  be  exempt  from  tax  under  subsection  (a) 
only  ifno  substantial  part  of  its  activities  consists  of  providing  commercial-type  insurance 
(emphasis  added) 

(2)  OTHER  ORGANIZATIONS  TAXED  AS  INSURANCE  COMPANIES  ON 
INSURANCE  BUSINESS.  -  In  the  case  of  an  organization  described  in  paragraph  (3) 
or  (4)  of  subsection  (c)  which  is  exempt  from  tax  under  subsection  (a)  after  the 
application  of  paragraph  (1)  of  this  subsection- 

(A)  the  activity  of  providing  commercial-type  insurance  shall  be  treated  as  an 
unrelated  trade  or  business... 

(3)  COMMERCIAL-TYPE  INSURANCE.  -  For  purposes  of  this  subsection,  the  term 
"commercial-type  insurance"  shall  not  include- 

(A)  insurance  provided  at  substantially  below  cost  to  a  class  of  charitable 
recipients, 

(B)  incidental  health  insurance  provided  by  a  health  maintenance  organization  of 
a  kind  customarily  provided  by  such  organizations. . . 

This  section  is  most  notable  for  the  light  it  does  not  shed  on  the  matter  under  review. 
First,  it  does  not  indicate  whether  a  POS  product  provided  by  an  HMO  is  or  is  not  "commercial- 
type  insurance."  Second,  it  does  not  define  how  much  "insurance"  activity  will  be  considered 
"substantial."  A  proposed  amendment  to  Section  501(m)  in  Section  7601  of  the  Act  would 
appear  at  least  to  clarify  that  POS  by  an  HMO  will  be  considered  commercial  insurance.  Even 
absent  that  change,  the  IRS  has  indicated  its  most  likely  interpretation  of  the  matter  though  two 
General  Counsel  Memoranda  (Nos.  39828  and  39829)  both  dated  August  30,  1990. 

GCM  39828  contains  a  discussion  of  the  denial  of  tax-exempt  status  to  an  HMO  which 
proposed  to  offer  what  is  essentially  a  POS  product.  There,  the  Service  concluded  (p.  17)  that 
a  key  feature  of  the  plan  under  review  was  that  the  risk  of  unanticipated  medical  expense  was 
shifted  away  from  the  providers  of  care  (where  it  lies  in  a  traditional  HMO  setting)  back  to  the 
health  plan.  This  feature  made  the  HMO  plan  virtually  "indistinguishable"  from  fee-for-service 
indemnity  or  "commercial-type"  insurance.  The  element  of  the  HMO  bearing  risk  instead  of 
or  as  well  as  the  providers  is  an  inevitable  component  of  any  POS  product,  even  if  offered  in 
a  managed  care  setting. 

In  a  related  case,  the  Service  was  far  more  explicit.  In  GCM  39829  (p.  24)  the  Service 
held  that... "Congress  did  not  intend  to  exclude  from  the  reach  of  Sec.  501  (m)  many  of  the  new 
hybrid  organizations  being  developed  that,  while  formally  called  HMOs,  closely  resemble 
indemnity  insurers  or  other  types  of  health  care  providers  in  operation.  For  example,  'point  of 
service  plan'  or  'open-ended  HMOs'  (i.e.,  those  allowing  subscribers  to  obtain  non-emergency 
services  from  providers  who  are  not  affiliated  with  the  HMO  without  a  referral)  cannot  be  said 
to  provide  only  insurance  customarily  provided  by  HMOs... If  this  type  of  activity  is  substantial, 
the  organization  providing  it  is  precluded  from  exemption  by  Sec.  501  (m).  If  it  is  not 
substantial,  it  must  be  treated  as  an  unrelated  trade  or  business  subject  to  the  special  taxation 
provisions  of  Sec.  501(m)(2)." 

These  memoranda,  while  not  necessarily  binding,  clearly  state  the  IRS  position  to  date 
that  point-of-service  will  be  treated  as  "commercial  type"  insurance  under  §501(m)  even  as 
presently  enacted.  However,  neither  the  statute  even  as  proposed  to  be  amended  nor  the  GCMs 
address  how  the  Service  will  measure  whether  and  when  POS  activities  are  substantial.  Various 
other  revenue  rulings  and  GCMs  in  analogous  situations  seem  to  indicate  that  the  IRS  defines 
"substantial"  as  approximately  ten  percent  of  an  organization's  business.  Given  the  Act's 
mandate  that  HMOs  offer  a  POS  product  with  no  apparent  mechanism  to  limit  the  number  of 
subscribers  who  may  elect  the  HMO  option,  that  a  ten  percent  limitation,  or  any  vague 
assessment  of  "substantiality,"  could  be  exceeded  beyond  the  control  of  the  tax  exempt  HMO. 
Accordingly,  any  provision  in  the  Act  which  merely  provides  that  exempt  organizations  will  pay 
tax  on  their  POS  income  but  does  not  address  the  question  of  "substantiality"  only  solves  one- 
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half  of  the  problem.  We  therefore  respectfully  submit  that  the  Act  should  be  amended  to 
expressly  state  either  (1)  that  POS,  whether  mandatory  or  optional,  if  offered  by  a  not-for-profit 
HMO,  will  not  be  considered  "commercial-type"  insurance  under  §501(m)  of  the  code  or,  in  the 
alternative,  (ii)  that  the  income  from  POS  may  be  taxable  as  unrelated  business  income  but  will 
not  jeopardize  the  organization's  exemption  unless  and  it  becomes  the  primary  activity  of  the 
HMO. 

ACCESS  TO  CAPITAL  FOR  TAX  EXEMPT  ORGANIZATIONS 

Another  tax  related  concern  which  is  not  addressed  in  the  Health  Security  Act  relates  to 
access  to  capital  for  tax  exempt  organizations  such  as  HIP.  Mr.  Rangel  has  been  a  strong 
supporter  of  repealing  the  $150  million  cap  on  outstanding  tax-exempt  debt  which  is  imposed 
on  exempt  organizations  under  501(c)(3)  of  the  Internal  Revenue  Code.  This  cap  is  a  significant 
barrier  to  HIP's  ability  to  expand  and  renovate  its  health  facilities  and  equipment.  As  a  not-for- 
profit  corporation,  HIP  looks  to  the  debt  markets  as  the  primary  source  of  external  funds  for 
capital  improvements.  The  alternative  for  HIP  of  having  to  raise  capital  in  the  taxable  debt 
markets  is  considerably  more  costly  and  difficult.  Under  the  President's  plan,  universal 
coverage  is  to  be  fully  implemented  by  1998  with  strong  incentives  for  individuals  to  select 
HMO  coverage.  Such  enormous  potential  expansion  means  that  HIP  would  have  to  increase 
significantly  its  physical  plant  or  face  the  prospect  of  restricting  enrollment  to  avoid  overcrowded 
facilities  and  demands  for  care  that  could  not  be  met.  We  again  strongly  urge  that  a  repeal  of 
the  cap  be  included  in  any  health  reform  legislation  that  passes  the  Congress. 

HEALTH  MANPOWER  FOR  UNDERSERVED  AREAS 

Mr.  Chairman,  all  of  us  are  aware  of  your  commitment  to  increasing  the  supply  of  health 
providers  in  health  professional  shortage  areas.  HIP  shares  your  concern  and  proposes  the 
following  as  an  amendment  to  the  Act  which  is  responsive  to  the  problem  of  manpower.  Sec. 
7801  of  the  Health  Security  Act  should  be  amended  as  follows: 

If  a  qualified  primary  health  services  provider  provides  primary  health  services  on  a  full 
time  basis  in  a  health  professional  shortage  area  on  behalf  of  or  in  connection  with  a  tax 
exempt  organization,  the  organization  may  assume  all  or  part  of  the  repayment  of  debt 
obligations  incurred  and  owed  by  the  provider  in  connection  with  his  or  her  medical 
training  or  eduction,  without  such  payments  being  deemed  to  be  taxable  income  to  the 
provider. 

This  suggestion  arises  out  of  HIP's  efforts  to  recruit  health  professionals  for  designated 
underserved  communities  such  as  Harlem,  Washington  Heights  and  Bedford  Williamsburg  where 
HIP  has  health  centers.  As  an  incentive  to  prospective  physicians,  HIP  has  explored  the  option 
of  assuming  part  or  all  of  the  educational  loans  these  physicians  have  incurred,  only  to  be 
stymied  by  the  adverse  impact  of  this  incentive  on  the  physician's  personal  income  tax  profile. 
We  urge  your  consideration  of  this  suggestion  and  would  be  pleased  to  submit  additional 
information  to  the  Subcommittee  as  required. 

CONCLUSION 

Mr.  Chairman,  members  of  the  Subcommittee,  HIP  has  noted  in  this  testimony  only  a 
few  of  the  structural  aspects  of  the  Act  which  concern  us.  HIP's  earlier  testimony  detailed 
issues  related  to  the  health  care  alliances,  and  the  problems  of  major  metropolitan  areas  which 
cross  state  lines,  the  premium  surcharges  vis-a-vis  the  cap  on  premium  increases  and  the  need 
to  finance  adequately  the  costs  of  health  care  for  Medicaid  and  other  low-income  groups.  We 
would  be  pleased  to  answer  any  questions  you  may  have  about  these  topics. 

In  conclusion,  we  wish  to  express  again  HIP's  support  for  the  objectives  of  the 
Administration's  plan  and  its  willingness  to  work  with  the  Congress  and  the  Administration  to 
accomplish  a  successful  legislative  outcome.  Thank  you. 
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Chairman  Rangel.  Thank  you. 

Ms.  Lehnhard,  how  do  you  think  removing  the  tax  exemption  for 
your  cHents  or  your  association  will  be  beneficial  to  them? 

Ms.  Lehnhard.  Mr.  Chairman,  our  plans  are  no  longer  tax  ex- 
empt. In  the  1986  Tax  Act,  the  exemption  was  repealed  and  in- 
stead we  have  a  deduction. 

Our  plans  are  prepared  to  give  up  that  deduction  in  the  name 
of  creating  a  level  playingfield.  They  feel  that  all  of  the  health 
plans  are  going  to  be  required  to  have  open  enrollment,  community 
rating.  There  will  really  be  no  distinguishing  feature  between  the 
health  plans.  And  they  feel  that  everyone  should  be  taxed  the 
same. 

And  in  particular,  everyone  should  have  access  to  nonsubsidized 
financing.  I  would  say  that  they  feel  like  it  would  affect  them  nega- 
tively if  they  lose  their  tax  deduction  and  nothing  else  happens  to 
help  level  the  playingfield. 

Chairman  Rangel.  And  you  can't  think  of  any  situation  where 
a  tax  incentive  should  go  to  any  health  plan?  Do  you  think  that  you 
all  should 

Ms.  Lehnhard,  First  of  all,  I  would  be  very  clear  that  we  are  not 
advocating  the  hospital  itself  losing  its  exemption  for  all  the  char- 
ity care  and  all  the  good  things  they  do.  That  would  still  be  ex- 
empt. 

For  the  health  plan,  we  are  supporting  all  health  plans  being 
fully  taxed.  I  heard  your  discussion  about  underserved  areas  and 
we  would  certainly  be  glad  to  look  at  situations  where  the  sort  of 
the  catchment  area  of  the  hospital,  based  on  income,  lack  of  com- 
peting health  plans,  special  circumstances,  might  need  to  be  treat- 
ed differently. 

But  I  think  the  point  is  that  some  of  our  most  vigorous  competi- 
tion is  coming  from  very  well-funded,  nonprofit,  tax-exempt  pro- 
vider-based health  plans  that  have  access  not  only  to  the  exemp- 
tion, but  tax-exempt  financing.  And  that  is  generally  not  your  inner 
city  hospitals,  low  income. 

Chairman  Rangel.  Well,  it  sounds  like  a  political  hot  potato,  but 
you  are  to  send  me  a  memo  on  that  in  terms  of— you  are  confident 
that  under  the  new  plan  that  we  are  not  going  to  have  a  problem 
with  certain  people  getting  treatment  from  these  different  insur- 
ance plans? 

Ms.  Lehnhard.  People  what? 

Chairman  Rangel.  Getting  covered  by  the  different  insurance 
plans.  That,  you  know,  now  everyone  should  have  access  to  every 
plan.  Is  there  a  mechanism  or  something  that 

Ms.  Lehnhard.  Every  health  plan  will  have  to  accept  everyone, 
regardless  of  their  medical  condition.  If  they  are  diagnosed  as  hav- 
ing a  terminal  disease,  they  have  to  be  able  to  turn  around  and  get 
coverage  from  a  health  plan,  and  if  there  is  universal  coverage,  no 
waiting  period. 

Chairman  Rangel.  And  that  is  the  reason  we  were  giving  the  in- 
centive in  the  first  place,  to  encourage  those  plans  that  gave  more 
access  to  people. 

Ms.  Lehnhard.  That  is  right.  And  what  we  are  saying  is  that 
you  can  isolate  the  premium  dollars  flowing  into  an  HMO  and  hos- 
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pital  and  those  premium  dollars  benefit  an  individual,  not  the  com- 
munity. They  are  not  there  for  the  community  good. 

And  you  can  carve  that  out,  treat  it  as  a  separate  line  of  business 
that  is  taxable  and  not  impair  the  charitable  purpose  of  the  parent 
organization,  which  is  tax  exempt. 

Chairman  Rangel.  OK.  Send  me  something  on  that. 

[The  following  was  subsequently  received:] 
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MILLER  &  CHEVALIER 


65S   FIFTEENTH  STREET.   N.W         SUITE  900 

WASHINGTON.    D.C.     20O0S-S7Oi 

■  aoai  626-5800      FACSIMILE  C202I  628-0858 


December  14,  1993 


Mary  Nell  Lehnhard 

Senior  Vice  President,  Office  of 

Government  Relations 
Blue  Cross  and  Blue  Shield  Association 
1310  G  Street  N.W. 
Washington,  D.C.   20005 

Re:   Taxations  Of  Health  Plans  Under  The  Proposed 
Health  Security  Act 

Dear  Ms.  Lehnhard: 

In  reply  to  your  request,  this  letter  analyzes  the 
proposal  in  the  Health  Security  Act  (H.R.  3600)  for  the 
taxation  of  health  care  financing  organizations  (including 
HMOs  and  Blue  Cross  and  Blue  Shield  Plans) .   Your  have  asked 
for  our  analysis  in  connection  with  the  proposal  of  the  Blue 
Cross  and  Blue  Shield  Association  for  the  taxation  of  such 
organizations  under  health  care  reform.   The  Association's 
proposal  is  contained  in  your  testimony  to  the  Subcommittee  on 
Select  Revenue  Measures  of  the  Ways  and  Means  Committee,  U.S. 
House  of  Representatives,  December  14,  1993. 

INTRODUCTION 

The  Blue  Cross  and  Blue  Shield  Association  believes 
that  the  level  playing  field  contemplated  for  the  regulation  of 
health  plans  under  H.R.  3600  (the  "Health  Security  Act"  or 
"Act")  should  be  expanded  to  include  uniform  federal  income 
taxation  of  all  health  plans,  nonprofit  and  for  profit  alike. 
It  is  the  Association's  view  that  failure  to  adopt  this  simple 
principle  could  dramatically  increase  the  cost  of  health  care 
reform,  and  this  would  mean  that  the  promise  of  health  care 
reform  —  the  vigorous  competition  among  health  plans  on  an 
equal  footing  —  could  not  be  realized. 

The  Blue  Cross  and  Blue  Shield  Association  proposes  to 
level  the  playing  field  to  ensure  that  every  health  plan  pays 
its  fair  share  of  tax  dollars  through  (1)  repeal  of  the  special 
tax  benefits  enjoyed  by  Blue  Cross  and  Blue  Shield 
organizations,  (2)  repeal  of  tax  exemption  of  nonprofit  health 
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maintenance  organizations,  and  (3)  taxation  of  the  health  care 
financing  arms  of  exempt  hospitals. 

Unfortunately,  the  Administration's  tax  proposals  for 
health  plans  appear  to  be  based  on  historical  accident  rather 
than  principle.  In  contrast  to  the  sweeping  changes  found  in 
most  of  the  Health  Security  Act,  the  Administration's  tax 
proposals  essentially  would  perpetuate  the  status  cmo  except  for 
the  removal  of  the  special  tax  benefits  for  Blue  Cross  Plans  and 
Blue  Shield  Plans  (BCBS  Plans) . 

This  memorandum  describes  the  system  of  taxation 
contemplated  by  the  Administration's  proposal,  examines  the 
history  of  the  current  tax  system,  describes  the  tax  proposal 
advanced  by  the  Blue  Cross  and  Blue  Shield  Association,  and 
explains  why  the  Association's  proposal  is  more  consistent  with 
the  proposed  sweeping  reform  of  the  nation's  health  care  system 
than  the  Administration's  tax  proposals.  That  sweeping  reform 
focuses  on  the  use  of  true  competition  to  create  an  efficient 
delivery  of  health  services  to  the  community. 

DESCRIPTION  OF  THE  ADMINISTRATION'S  PROPOSAL 

Differences  in  the  taxation  of  health  plans  are 
unjustifiable  under  proposed  health  care  reform  which  requires 
all  health  plans  to  satisfy  the  same  statutory  standards, 
including  uniformity  of  benefits,  open  enrollment,  community 
rating,  quality  assurance,  etc.  The  results  of  the 
Administration's  proposal  for  taxing  health  plans,  nevertheless, 
run  the  gamut  from  full  taxation  of  some  plans  to  full  exemption 
of  others. 

Under  the  administration's  proposal.  commercial 
insurance  carriers  and  BCBS  Plans  are  fully  taxed.'  Commercial 
carriers  are  fully  taxed  under  existing  law,  and  BCBS  Plans  will 
lose  the  special  tax  benefits  which  they  enjoy  under  existing 
law.^  The  explanation  for  removing  the  existing  special  tax 
benefits  of  BCBS  Plans  is  that  a  tax  incentive  no  longer  is 
necessary  to  induce  a  health  plan  to  offer  open  enrollment  or 


The  taxation  of  Health  Maintenance  Organizations 
(HMOs)  under  the  Administration's  proposal  depends  on  how  the 
HMOs  are  organized  and  how  the  HMOs  pay  their  providers.   Two 


^     H.R.  3600,  103d  Cong.,  1st  Sess.  §  7602(a)  (1993); 
I.R.C.  §  801-833  (1986) . 

2      I.R.C.  §  833  (1986) . 


Health  Security  Act  Section-by-Section  Analysis,  at 


259  (December  10,  1993] 
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categories  of  HMOs  are  fully  taxable  as  insurance  companies. 
For  profit  HMOs  are  taxable,  and  nonprofit  HMOs  that  pay 
physicians  on  a  fee-for-service  basis  also  are  taxable/  The 
Administration  explains  that  taxable  HMOs  will  be  treated  as 
insurance  companies  because  they  are  indistinguishable  from 
insurance  companies.^ 

The  Administration's  proposal  perpetuates  the 
exemption  of  two  other  categories  of  nonprofit  HMOs.  Group 
practice  and  IPA  model  nonprofit  HMOs  which  pay  their  physicians 
on  a  capitated  basis  are  exempt  under  §  501(c)  (4)  .*  Staff  model 
nonprofit  HMOs,  including  dedicated  group  practice  HMOs  such  as 
the  Kaiser  Health  Plan,  qualify  for  exemption  under 
§  501(c)  (3).^  Section  501(c)(3)  exemption  gives  these  HMOs  the 
benefit  of  tax  exempt  financing  as  well  as  freedom  from  federal 
income  taxation.^ 

There  are  only  two  other  requirements  for  exemption  of 
these  HMOs.  One  requirement  is  that  HMOs  seeking  §  501(c)(3) 
exemption,  like  hospitals,  must  consult  with  the  community  to 
assess  its  health  care  needs  and  how  to  satisfy  them.'  The 
other  requirement  is  that  nonprofit  HMOs  must  not  offer 
substantial  "point  of  service"  or  "open  ended  benefits."^"  The 
restriction  on  open-ended  benefits  can  be  avoided,  however;  the 
Internal  Revenue  Service  (IRS)  has  signalled  that  providing  open 
ended  benefits  through  a  wholly-owned  subsidiary  does  not 
jeopardize  exemption.^' 

Finally,  the  exemption  of  Delta  Dental  Plans  under 
§  501(c)(4)  also  would  be  continued  by  the  Administration. 
Delta  Dental  Plans  are  non-profit  organizations  providing  dental 
benefits;  their  operations  are  patterned  on  those  of  BCBS  Plans. 
The  Tax  Reform  Act  of  1986  exempted  Delta  Dental  Plans  from  the 


"•  H.R.  3600,  103d  Cong.,  1st  Sess.  §  7602(a)  (1993). 

^  Health  Security  Act  Section-by-Section  Analysis,  at 
258  (December  10,  1993). 

*  Id.  at  §  7601(b) . 

^  Id^  at  §  7601. 

^  See  I.R.C.  §  145. 

'  H.R.  3600  at  §  7601(a) . 


^°         Id^  at  §  7601(b);  Section-By-Section  Analysis  of 
Health  Security  Act  at  257  (December  10,1993). 

"    See  Remarks  of  T.  J.  Sullivan.  The  Exempt 
Organization  Tax  Review,  897,  900  (Oct.  1990). 
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application  of  §  501 (m),  and  the  Health  Security  Act  does  not 
affect  that  exemption J^ 

HISTORY  OF  TAXATION  OF  HEALTH  PLANS 

The  crazy-quilt  pattern  of  the  Administration's 
proposal  for  the  taxation  of  health  plans,  lacking  in  a 
underlying  cohesive  theme,  is  better  understood  when  it  is 
realized  that  the  Administration's  proposal  essentially  is  an 
effort  to  codify  existing  administrative  practice.  The  IRS's 
proposal  for  exemption  of  nonprofit  HMOs  is  founded  in  part  on 
the  myth  that  HMOs  are  not  in  the  business  of  insurance  even 
though  the  Administration  asserts  that  for  profit  HMOs  are 
insurance  companies. 

The  myth  that  HMOs  are  not  in  the  business  of 
insurance  is  traceable  to  the  origins  of  HMOs  and  BCBS  Plans. 
When  HMOs  and  BCBS  Plans  were  founded,  they  often  could  not  meet 
State  regulatory  requirements  for  insurance  companies, 
particularly  the  statutory  capital  requirements.  As  States 
began  to  assert  application  of  their  insurance  regulatory 
schemes  to  HMOs  and  BCBS  Plans,  the  courts  were  torn  between 
enforcing  the  State  insurance  regulatory  requirements,  on  the 
one  hand,  and  the  public  policy  of  fostering  innovative  means  of 
financing  medical  care  on  the  other. 

The  earliest  cases  resolved  this  dilemma  by  concluding 
that  HMOs  and  BCBS  Plans  were  not  insurance  companies.  A 
landmark  case  in  the  U.S.  Court  of  Appeals  for  the  District  of 
Columbia,  the  Jordan  case,  held  in  1939  that  Group 
Hospitalization  Association  was  not  an  insurance  company.^'  A 
California  court  held  in  1946  that  California  Physicians 
Service,  the  California  Blue  Shield  Plan,  was  not  an  insurance 
company.'*^  Faced  with  a  seeming  uphill  fight  in  the  courts,  the 
States  responded  by  giving  up  the  judicial  struggle  and  enacting 
special  statutes  to  regulate  HMOs  and  BCBS  Plans.  As  a  result, 
judicial  analysis  of  the  nature  of  HMOs  did  not  develop  for 
several  years  after  Jordan,  but  for  all  intents  and  purposes 
HMOs  were  regulated  in  the  same  way  as  insurance  companies  by 
virtue  of  special  state  legislation. 


"^  Tax  Reform  Act  of  1986,  Pub.  L.  No.  99-514, 

§  1012(c)  (4)  (C)  (iv) ,  100  Stat.  2085,  2394  (1986),  as  amended 
by  Technical  and  Miscellaneous  Revenue  Act  of  1988,  Pub.  L. 
No.  100647,  §  1010(b),  102  Stat.  3342,  3451  (1988);  H.R.  3600, 
103d  Cong.,  1st  Sess. ,  §  7601. 

^^    Jordan  v.  Group  Health  Ass'n.  107  F.2d  239  (D.C. 
Cir.  1939)  . 


2d  790,  172  P. 2d  4  (1946) . 
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The  early  decisions  holding  that  HMOs  and  BCBS  Plans 
were  not  insurance  companies  had  a  profound  effect  on  their 
federal  income  tax  status.  Local  IRS  offices  began  granting 
§  501(c) (4)  exemptions  to  these  organizations  in  the  late  1930s. 
When  the  IRS  National  Office  examined  the  issue  in  the  1960s,  it 
concluded  HMOs  were  not  taxable  as  insurance  companies,  relying 
on  the  Jordan  caseJ^  That  conclusion  left  open  the  question 
whether  HMOs  and  BCBS  Plans  satisfied  the  requirements  for 
exemption  under  §  501(c)(3)  or  (c)(4). 

In  the  1970s,  the  IRS  correctly  identified  the 
exemption  standard  as  "community  benefit."  It  began  to 
question  whether  HMOs  and  BCBS  Plans  satisfied  that  standard. 
The  IRS  expressed  concern  that  HMOs  and  BCBS  Plans  only 
benefitted  their  enrollees  who  pay  premiums,  not  the  community 
as  a  whole.  ^*  The  IRS  was  reluctant  to  challenge  the 
§  501(c)(4)  exemption  of  HMOs  and  BCBS  Plans  because  of  the 
long-established  administrative  practice  of  permitting  their 
exemption  and  the  number  of  individuals  who  were  covered  by  such 
organizations,  but  the  IRS  decided  to  challenge  the 
§  501  (c)  (3)  exemption  of  a  staff  model  HMO.  Id.  The  IRS  lost 
that  case,  the  Sound  Health  Care  case,  in  1981.'''' 

At  the  time  of  enactment  of  the  Tax  Reform  Act  of 
1986,  the  treatment  of  nonprofit  BCBS  Plans  and  HMOs  by  the  IRS 
had  fallen  into  a  pattern.  BCBS  Plans  and  capitated  nonprofit 
group  model  and  IPA-model  HMOs  were  recognized  as  §  501(c)(4) 
organizations,  and  staff  model  HMOs  (including  dedicated  group 
practice  HMOs  such  as  Kaiser)  connected  with  hospitals  generally 
were  granted  §  501(c)(3)  exemption.  The  circumstances 
surrounding  nonprofit  fee-for-service  model  HMOs  in  1986  is 
unclear;  the  IRS  believes  that  few  or  any  existed  at  that  time, 
although  several  for  profit  HMOs  were  organized  on  the  fee-for- 
service  individual  practice  model. 

In  1986,  Congress  decided  to  repeal  the  federal  income 
tax  exemption  of  some  tax  exempt  insurance  companies.  Internal 
Revenue  Code  section  501 (m),  added  by  the  Tax  Reform  Act  of 
1986,  provides,  with  limited  exceptions,  that  nonprofit 
companies  engaged  in  substantial  "commercial-type  insurance" 
activities  cannot  be  exempt  under  §  501(c)(3)  or  (4).  That 
provision  clearly  was  intended  to  repeal  exemption  of  BCBS 


Rev.  Rul.  68-27,  1968-1  C.B.  315. 


^^    Sound  Health  Ass'n  v.  Commissioner.  71  T.C.  158 
(1978),  acq. .  1981-2  C.B. 2. 
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Plans,  but  the  exemption  of  Delta  Dental  Plans  was  preserved  by 


Section  501 (m)  contained  an  exception  for  HMOs,  but 
the  exception  was  ambiguous.  The  IRS,  relying  on  the  old  Jordan 
case,  interpreted  §  501 (m)  as  meaning  that  staff  model  and 
capitated  model  HMOs  are  not  insurance  companies  and  therefore 
remain  exempt,^'  The  IRS  also  concluded  that  fee-for-service 
IPA  model  HMOs  cannot  be  exempt  because  they  are  "commercial- 


Toward  the  end  of  1992,  the  U.S.  Court  of  Appeals  for 
the  Third  Circuit  questioned  the  fundamental  basis  for  exemption 
of  HMOs.  The  court  noted,  in  the  Geisinger  case,  that  the  fact 
the  HMO  limited  its  provision  of  benefits  to  its  enrollees 
suggested  that  the  HMO  was  primarily  benefitting  itself,  not  the 
community. ^^  Of  course,  there  will  be  even  less  justification 
for  exemption  under  health  care  reform  because  all  health  plans 
will  meet  the  same  standards. 

At  the  time  of  introduction  of  the  Health  Security 
Act,  the  IRS  had  not  articulated  a  community  benefit  standard 
for  §  501(c)(4)  HMOs  under  existing  law.  Because  HMOs,  along 
with  other  health  care  financing  organizations,  only  provide 
benefits  to  their  enrollees  who  pay  premiums,  the  mere  provision 
of  benefits  does  not  in  and  of  itself  serve  a  public  benefit. 
Arguably,  public  benefit  if  served  if  a  HMO  provides  open 
enrollment  for  a  community  rate.  In  those  circumstances,  the 
public  is  benefitted  in  that  the  large  body  of  citizens  who  can 
afford  a  reasonable  premium  will  have  access  to  health  benefits 
coverage. 

Knowledgeable  industry  representatives  agree,  however, 
that  few  HMOs  today  satisfy  a  strict  open  enrollment 
requirement.  "Open  enrollment,"  in  the  context  of  "community 
benefit,"  means  accepting  all  applicants  without  medical 
underwriting  and  offering  community  rating.  That  is,  no 
applicant  is  denied  enrollment  or  subjected  to  a  higher  than 
standard  premium  rate  for  any  reason  relating  to  health  status, 


'"    Tax  Reform  Act  of  1986,  Pub.  L.  No.  99-514, 
§  1012(c) (4) (C) (iv) ,  100  Stat.  2085,  2394  (1986),  as  amended 
by  Technical  and  Miscellaneous  Revenue  Act  of  1988,  Pub.  L. 
No.  100-647,  §  1010(b),  102  Stat.  3342,  3451  (1988). 


G.C.M.  39829  (Aug.  30,  1990). 

Id. 

Geisinqer  Health  Plan  v.  Commissioner.  985  F.2d  1210 


(3d  Cir.),  on  remand.  100  T.C.  394  (1993) 
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In  practice, 

HMOs  rarely  will  enroll  individuals  or  members  of  small  groups 
without  some  form  of  medical  underwriting.  For  example,  the  HMO 
in  the  Geisinger  case  denied  enrollment  to  11%  of  the  applicants 
for  coverage.  When  Geisinger' s  denial  rate  is  compared  to  the 
fact  that,  in  a  typical  year,  12%  of  a  HMO's  enrollees  use  80% 
of  the  benefits,  Geisinger's  exclusion  of  11%  of  the  applicants 
is  very  significant. 

Most  recently,  the  IRS  has  ruled  in  two  highly- 
publicized  cases  that  nonprofit  hospitals  can  acquire  medical 
practices  and  compete  with  HMOs  and  health  insurers  without  loss 
of  exemption.^'  The  hospitals  will  remain  eligible  to  use  tax 
exempt  bond  financing  to  acquire  the  physical  assets  of  the 
medical  practices. ^^ 

At  the  same  time  that  the  IRS  was  struggling  with  the 
exempt  status  of  nonprofit  HMOs,  the  dramatic  growth  of  for 
profit  HMOs  raised  the  significance  of  their  tax  status.  The 
deductibility  of  the  reserves  of  for  profit  HMOs,  assuming  that 
IRS  denied  insurance  company  status,  was  being  analyzed  as  early 
as  1988.^^  The  Health  Industry  Coordinator  began  instructing 
examining  revenue  agents  to  deny  insurance  company  status  to  for 
profit  HMOs,  and  a  test  case  was  referred  to  the  National  Office 
on  a  request  for  technical  advice.  About  two  months  prior  to 
release  of  the  Health  Security  Act,  the  National  Office 
concluded  internally  that  for  profit  HMOs  should  be  taxed  as 
insurance  companies,  although  the  technical  advice  memorandum 
has  not  yet  been  issued.  This  decision  is  reflected  in  the 
proposal  in  the  Health  Security  Act  to  tax  for  profit  HMOs  as 
insurance  companies. 


^^    The  provisions  under  existing  law  pursuant  to  which 
nonprofit  insurers  can  qualify  for  the  special  tax  benefits 
enjoyed  by  BCBS  Plans  provides  insight  into  the  parameters  of 
"open  enrollment"  for  purposes  of  qualifying  for  special  tax 
treatment.   To  qualify,  a  taxpayer  must,  among  other  things, 
provide  "continuous  full-year  open  enrollment  (including 
conversions)  for  individuals  and  small  groups.   I.R.C. 
§  833(C)  (3)  (A)  (iii)  (1986)  . 

"  Exempt  Ruling  93-1926  (Jan.  29,  1993),  (Friendly 
Hills  Healthcare  Network);  Exempt  Ruling  93-4212  (Mar.  31, 
1993)  (Facey  Medical  Foundation) . 

^^  Exempt  Ruling  93-1926  (Jan.  29,  1993),  (Friendly 
Hills  Healthcare  Network),  at  2. 


"  Brooke,  Dirig  &  Yuhas,  "Taxation  of  HMOs  After 

Section  461(h)  and  General  Dynamics."  68  J.  Tax'n  No.  6,  329 
(June  1988) . 
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HMOS  AKD  HEALTH  INSURANCE  COMPANIES  ARE  INDISTINGUISHABLE 

On  close  examination,  it  becomes  apparent  that  all 
nonprofit  and  for  profit  health  benefits  financing 
organizations,  including  HMOs,  BOBS  Plans  and  commercial  health 
insurance  companies,  fundamentally  are  in  the  same  business. 
Their  businesses  are  financing  health  care  through  risk  transfer 
and  risk  distribution,  and  their  sources  of  revenue  are  the  same 
-  premium  income.  More  simply,  these  organizations  are  in  the 
health  insurance  business.  The  fact  that  HMOs  generally  provide 
physician  benefits  through  affiliated  physicians  does  not,  as 
explained  later,  distinguish  HMOs  from  other  insurers. 

1.        The  Treasury  Department  Thinks  HMOs  Are 
Insurance  Companies 

The  Section-By-Section  Analysis  of  the  Health  Security 
Act  effectively  concedes  that  HMOs  and  insurance  companies  are 
indistinguishable.  This  concession  corrects  an  erroneous 
contrary  position  held  by  the  IRS  for  at  least  25  years. ^^  The 
Treasury  Department's  new  position  is  succinct  and  unambiguous: 

There  is  little  distinction  between 
the  operation  of  most  HMOs  and  insurance 
companies.  Whether  a  for-profit  HMO 
capitates  its  providers  or  reimburses  on  a 
fee-for-service  basis,  the  HMO  assumes  a 
risk  when  it  agrees  to  provide  medical 
service  to  its  members  in  exchange  for  a 
fixed  premivun.  It  is  irrelevant  for 
purposes  of  determining  the  insurance 
status  of  the  contract  that  medical  care 
benefits  are  delivered  to  members  of  the 
HMO  in  the  form  of  services  or  cash. 


^^    IRS  ruled  in  1968  that  a  staff  model  HMO  was  not  an 
insurance  company.   Rev.  Rul  68-27,  1968-1  C.B.  315.   In  1990, 
IRS  determined  that  staff  model  and  capitated  model  nonprofit 
HMOs  were  excepted  from  the  application  of  §  501 (m)  on  the 
premise  that  they  are  not  in  the  business  of  insurance. 
G.C.M.  39829  (August  30,  1990).   Within  the  past  eighteen 
months,  the  IRS's  Health  Industry  Coordinator  instructed 
examining  revenue  agents  to  challenge  the  insurance 
classification  of  taxable  HMOs,  and  at  least  one  case  on  that 
issue  is  pending  before  the  National  Office  of  the  IRS  in  the 
form  of  a  request  for  technical  advice.   Informally,  the  IRS 
National  Office  now  has  indicated  that  it  will  concede  the 
insurance  company  classification  issue. 
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Accordingly,  the  HMO  can  be  viewed  as  an 
insurance  company.^' 

The  only  discordant  note  is  that  the  Treasury  Department  does 
not  follow  through  with  this  analysis  and  recommend  repeal  of 
exemption  of  nonprofit  HMOs. 

2.        HMOs  Satisfy  The  Generic  Definitions' Of  Insurance 

Because  the  classification  of  HMOs  as  insurance 
companies  has  been  such  a  controversial  issue,  it  is  useful  to 
examine  the  authorities  that  support  the  Treasury  Department's 
conclusion  that  they  are  insurance  companies.  A  useful 
beginning  point  is  to  compare  the  contracts  issued  by  HMOs, 
which  constitute  their  sole  business  activity,  to  the  generic 
definition  of  insurance. 

In  general  terms,  insurance  is  a  contract  to  indemnify 
the  insured  for  a  loss  on  the  occurrence  of  a  specified  peril, 
and  the  insurer  accepts  a  number  of  risks,  some  of  which  will 
result  in  losses,  for  a  premium  for  each  insured  which  is  a 
fraction  of  the  possible  loss  for  a  particular  insured.^®  The 
peril,  in  the  case  of  health  insurance,  is  the  risk  of  illness 
or  injury,  and  the  loss  is  the  cost  of  the  necessary  care.^' 

This  technical  definition  of  insurance  often  is 
summarized  by  the  statement  that  insurance  contracts  involve 
risk  transfer  and  risk  distribution. ^°  Risk  is  transferred  to 
the  insurance  company  by  the  insured,  and  the  insurance  company 
distributes  that  risk  by  ensuring  a  sufficiently  large  number  of 
risks  to  obtain  the  benefit  if  the  law  of  large  numbers. 

Those  definitions  fit  HMOs  like  a  glove.  HMOs  agree 
to  provide  benefits  on  the  occurrence  of  a  peril  (illness  or 
injury)  for  a  premium  which  is  a  fraction  of  the  possible  loss 
of  the  insured.    The  shifting  and  distribution  of  risk  is 


^^    Section-By-Section  Analysis  of  the  Health  Security 
Act,  at  258  (December  10,1993). 


U.S.  65,  71  (1959);  Royal  Drug.  440  U.S.  at  211;  Pireno,  458 
U.S.  119;  1  Couch  on  Insurance  2d  (Rev.  ed.)  §§  1:2,  1:3 
(1984)  . 


Somers  &  A.  Somers,  Doctors.  Patients.  &  Health  Ins.  2  62  n.l 
(1961),  Virginia  Academy  of  Clinical  Psychologists  v.  Blue 
Shield  of  Virginia.  624  F.2d  476,  484  (4th  Cir.  1980),  cert, 
denied.  450  U.S.  916  (1981). 


30 
(1941) . 


Helvering  v.  Le  Gierse.  312  U.S.  531,  at  539,  540 
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reflected  by  the  fact  that  generally  80%  of  a  HMOs  benefits  are 
provided  to  12%  of  its  enrollees.  The  enrollees  transfer  their 
risk  of  illness  or  injury  to  the  HMO,  and  the  HMO  spreads  that 
risk  among  all  of  the  enrollees. 

3.        HMOs  "Inderonifv"  Their  Enrollees 

As  the  Treasury  Department  has  concluded,  HMOs  do 
"indemnify"  their  enrollees  even  though  they  satisfy  their 
enrollees'  losses  by  provision  of  physician  services  rather  than 
pecuniary  payment.  The  concept  of  "indemnity"  is  not  limited  to 
a  pecuniary  payment.  The  term  "indemnify"  means  an  agreement  to 
make  a  pecuniary  payment  or  to  arrange  for  the  provision  of 
services  upon  the  occurrence  of  a  loss  in  exchange  for 
consideration .  ^^ 

State  law  and  the  law  of  the  United  States  support  the 
conclusion  that  an  agreement  to  make  good  a  loss  by  the 
provision  of  services  is  indemnification.  In  one  state  case, 
the  court  said: 

The  dominant  and  characteristic  feature  [of 
an  insurance  contract]  ...  is  the 
granting  of  an  indemnity,  or  security 
against  loss,  for  a  stipulated 
consideration  ....  [A]  contract  of 
insurance  is  an  agreement  by  which  one 
party  for  a  consideration  promises  to  pay 
money ,  or  its  equivalent,  or  do  some  act  of 
value  to  the  assured,  upon  the  destruction 
or  injury  of  something  in  which  the  other 
party  has  an  interest." 


Other  states  similarly  have  held  that  agreements  to  provide 
services  in  exchange  for  premiums  paid  are  contracts  of 
insurance. 
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Moreover,  property  insurance  policies  often  give  an 
insurer  the  option  to  repair,  restore,  or  replace  damaged 
property  in  lieu  of  paying  for  the  loss.  The  insurer  may  elect 
the  manner  of  indemnity  as  it  deems  advisable.  In  the  case 
where  the  insurer  opts  to  repair  or  replace  property  as 
permitted  by  the  contract,  the  contract  does  not  become  any  less 


^^    Black's  Law  Dictionary  769  (6th  ed.  1990). 

"    State  of  Indiana  v.  Willett.  86  N.E.  68  (Ind.  1908), 
at  7  0  (Emphasis  added) , 

"    See,  e.g. .  Benevolent  Burial  Ass'n  v.  Harrison.  181 
S.E.  829  (Ga.  1935)  and  cases  cited  therein;  State  ex.  rel. 
Duffy  V.  Western  Auto  Supply  Co..  16  N.E. 2d  256,  259  (Ohio 
1938) . 
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a  contract  of  insurance  by  virtue  of  the  company's  performance 
of  services  as  opposed  to  payment  of  money. ^'^ 

The  law  of  the  United  States  is  parallel.  For 
example,  the  Fifth  Circuit  determined  a  company  to  be  a  life 
insurance  company  where  it  was  in  the  business  of  issuing  burial 
insurance  policies  and  upon  death,  providing  caskets  and  funeral 
services.  "The  mere  fact  that  the  policy  is  payable  not  in 
money,  but  in  something  of  value  equal  to  money,  does  not,  as  a 
matter  of  law,  exclude  it  from  classification  as  an  insurance 
contract.  "^^  In  contexts  unrelated  to  HMOs,  even  the  IRS  has 
distinguished  Jordan  and  concluded  that  insurance  can  occur 


4.        Modern  Cases  Hold  That  HMOs  Are  Insurance  Companies 

Following  a  long  period  during  which  the  insurance 
classification  of  HMOs  received  little  attention  from  the 
courts,  the  issue  has  surfaced  in  recent  years  in  the  context  of 
federal  laws  relating  to  ERISA  and  federal  bankruptcy.  The 
recent  trend  it  to  recognize  the  similarities  between  HMOs  and 
insurance  companies,  and  recent  cases  have  held  that  HMOs  are 
insurance  companies.-'^  As  a  result,  while  a  review  of  the 
literature  will  reveal  a  split  of  authority  on  the  question 


See,  Couch  on  Insurance  2d  (Rev.  ed.)  §  54:10 
(1984)  ;  46  C.J.S.  Insurance  §  1195;  Transport  Insurance  Co.  v. 
Terrell  Trucking.  Inc..  509  N.E.2d  220  (Ind.  Ct.  App.  1987) 
(automobile  insurance  included  clause  granting  insurer  the 
option  to  repair  or  replace  damaged  truck) ;  Howard  v.  Reserve 
Insurance  Co. .  254  N.E.2d  631  (111.  App.  Ct.  1969)  (Illinois 
law  recognizes  insurance  company's  option  to  repair,  rebuild, 
or  replace  property  destroyed  or  damaged  by  fire) . 

^^    Commissioner  v.  W.  H.  Lucmire  Burial  Ass'n.  102  F.2d 
89,  90  (5th  Cir.  1939) . 

^^  GCM  3  4  561  (July  26,  1971)  (agreements  pursuant  to 

which  one  institution  agrees  to  provide  lifetime  care  of  a 
mentally  retarded  person  in  its  facility  and  another  agrees  to 
provide  lifetime  nursing  care  is  its  facility  are  insurance 
contracts) . 


'^    United  States  Fidelity  &  Guar.  Co.  v.  Group  Health 
Plan.  345  N.W.2d  683  (Mich.  Ct.  App.  1983);  Physician's  Health 
Plan  Inc. .  supra.  West  Michigan  Health  Care  Network  v. 
Transamerica  Ins.  Corp.  of  Am. ,  421  N.W.  2d  638,  642  (Mich. 
Ct.  App.  1988)  ;  In  re  Family  Health  Services.  Inc.  et  al .  143 
B.R.  232  (CD.  Cal.  1992);  Selcke  v.  Medcare  HMO.  147  B.R.  895 
(N.D.  111.  1992),   Cannon  v.  Lane.  1993  WL  89705  (Okl.  Apr. 
13,  1993);  and  In  the  Matter  of  Estate  of  Medcare  HMO.  62 
U.S.L.W.  2025  (7th  Cir.  June  30,  1993). 
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whether  HMOs  are  insurance  companies,  the  modern  cases  hold  that 
they  are  insurance  companies. 

The  analysis  in  the  Selcke  case  illustrates  the  new 
approach  to  classification  of  HMOs.  Selcke  held  a  HMO  to  be  a 
"domestic  insurance  company"  for  purposes  of  a  Title  11 
bankruptcy  petition.  The  HMO  in  Selcke  provided  care  through  a 
network  of  providers  and  provider  payment  arrangements.  The 
court  determined  that,  from  an  enrollee's  viewpoint,  the  HMO 
provided  insurance;  in  exchange  for  a  fixed  monthly  premium,  the 
HMO  agreed  to  make  available  whatever  health  care  services  an 
enrollee  required  and  thereby  assumed  the  enrollee's  risk  of 
loss.  The  fact  that  the  services  were  provided  in  kind,  rather 
than  by  virtue  of  a  monetary  payment  to  a  health  care  provider, 
did  not  alter  the  court's  finding  that  the  HMO  indemnified  the 
enrollees  like  an  insurance  company. 

Similarly,  the  court  in  Physicians  Health  Plan.  Inc. 
V.  Citizens  Insurance  Company  of  America,  considering  an  ERISA 
preemption  question,  concluded  that  the  operations  of  insurance 
companies  and  HMOs  are  indistinguishable.   The  court  said: 

*  *  *  in  either  scheme,  the  principle  is 
the  same:  for  a  fixed  fee,  the  risk  and 
responsibility  of  providing  benefits  is 
shifted  from  a  beneficiary  to  a  third  party 
insurer. " 
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5.         HMOs  Do  Not  Fail  To  Qualify  As  Insurance  Companies 
Because  They  "Retransfer  The  Risk" 

The  cases  holding  that  HMOs  are  not  insurance 
companies  do  not  spend  much  time  on  the  primary  legal  argument 
in  the  Jordan  case  for  the  conclusion  that  HMOs  are  not 
insurance  companies.  The  reason  is  that  the  rationale,  which 
also  was  relied  upon  by  the  IRS  in  Rev.  Rul.  68-27  and  G.C.M. 
39829,  is  very  weak.  Under  this  analysis,  the  proponents  of  the 
position  that  HMOs  are  not  insurance  companies  acknowledge  that 
risk  is  transferred  to  HMOs  and  distributed  among  the  HMOs 
enrollees,  but  it  is  argued  that  the  risk  is  eliminated  when  it 
is  retransferred  to  the  HMO's  affiliated  physicians. 

There  are  two  reasons  why  the  "retransfer  of  risk" 
analysis,  previously  relied  upon  by  IRS,  fails.  The  more 
fundamental  reason  is  that,  even  if  the  risk  is  transferred  to 
the  physicians,  the  HMO  never  is  relieved  of  the  risk.  It  is 
hornbook  law  that  an  insurance  company  does  not  cease  to  be  "on 
the  risk"  when  it  reinsures  its  business  unless  the  insured 
relieves   the   insurer   of   the   risk   (so-called   assumption 


Physicians  Health  Plan.  Inc.  at  907. 
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reinsurance) ."  Of  course,  the  "retransfer  of  risk"  theory  does 
not  apply  to  HMO  inasmuch  as  their  enrollees  do  not  relieve  the 
HMOs  of  the  risk;  they  rely  on  the  HMO  for  benefits. 

The  other  reason  why  the  "retransfer  of  risk"  analysis 
is  faulty  is  that  it  focuses  only  on  physician  benefits  which 
generally  constitute  no  more  than  40%  of  the  benefits  of  a  HMO. 
If  the  character  of  a  HMO  is  to  be  determined  by  its  predominate 
activity,  which  is  the  test  for  taxation  of  insurance 
companies,^"  the  analysis  of  physician  benefits  is  not 
determinative.  The  IRS  resolved  this  dilemma  in  G.C.M.  39829  by 
concluding  that  the  Congress  intended  the  status  of  nonprofit 
HMOs  to  be  determined  under  a  "qualitative  test"  that  looks  only 
at  physician  benefits  and  ignores  other  benefits.  That  bald 
assertion  was  unsupported  by  authority  and  is  unpersuasive. 

6.        The  Theory  Of  The  Roval  Drug  Case  Compels  The 
Conclusion  That  HMOs  Are  Not  Insurance  Companies 

The  United  States  Supreme  Court  also  has  significantly 
undercut  the  rationale  of  Jordan  and  its  progeny.  In  1978,  in 
Group  Life  &  Health  Ins.  Co.  v.  Royal  Drug  Co.,  440  U.S.  205 
(1979) ,  the  Supreme  Court  was  faced  with  the  question  whether 
contracts  between  health  insurance  companies  and  health  care 
providers  were  excepted  from  the  group  boycott  provisions  of  the 
McCarran-Ferguson  Act  15  U.S.C.  §  1012(b).  The  answer  to  that 
question  turned  on  whether  the  contracts  between  a  health 
insurance  company  and  a  health  care  provider  (in  that  case, 
pharmacies)  were  part  of  the  business  of  insurance. 

After  thorough  analysis,  the  Supreme  Court  concluded 
in  Royal  Drug  that  agreements  with  providers  are  not  part  of  the 
business  of  insurance: 

The  fallacy  of  the  petitioners'  position  is 
that  they  confuse  the  obligations  of  Blue 
Shield  under  its  insurance  policies,  which 
insure  against  the  risk  that  policyholders 
will  be  unable  to  pay  for  prescription 
drugs  during  the  period  of  coverage,  and 
the  agreements  between  Blue  Shield  and  the 
participating  pharmacies,  which  serve  only 


See.  Keeton  and  Widiss,  Insurance  Law  §  7.8(e) 
(1988)  and  Couch  on  Insurance  2d.  (Rev.  Ed.  1984)  §  §  80.2, 
80. 12 .Franklin  Title  &  Trust  Company  v.  Commissioner.  32  BTA 
2  66  (193  5) (a  fire  insurance  company  did  not  cease  to  be  an 
insurance  company  just  because  it  reinsured  all  of  its  risks) 
Travelers  Indemnity  Co.  v.  Gillespie.  785  P. 2d  500  (Cal. 
1990) . 


Treas.  Reg.  §  1.801-l(b) 
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to  minimize  the  costs  Blue  Shield  incurs  in 
fulfilling  its  underwriting  obligations/^ 

The   Court   proceeded   to   hold   that   ["[s]uch   cost-saving 
arrangements  *  *  *  are  not  the  "business  of  insurance.]'"*^ 

The  significance  of  the  Supreme  Court's  holding  in 
Royal  Drug  cannot  be  overstated;  the  Court  rejected  the 
rationale  that  a  HMO  is  not  an  insurance  company  because  the 
risk  is  transferred  to  its  affiliated  physicians.  The  Court 
held,  as  a  matter  of  law,  that  agreements  with  providers  do  not 
transfer  risk.   The  Supreme  Court  said: 

The  Pharmacy  Agreements  thus  do  not  involve 
any  underwriting  or  spreading  of  risk,  but 

are  merely  arrangements  for  the  purchase  of 
goods  and  services  by  Blue  Shield.*' 

The  Supreme  Court  emphasized  two  other  principles 
which  reinforce  the  conclusion  that  a  HMO's  arrangements  with 
its  affiliated  providers  are  not  relevant  to  determining  whether 
the  HMO  is  in  the  business  of  insurance.  One  of  those 
principles  is  that  the  focus  of  an  insurance  arrangement  is  on 
the  relationship  between  the  company  and  the  policyholder.** 
The  pharmacy  agreements  did  not  satisfy  that  test  because  they 
were  not  between  the  insurer  and  the  insured:  "[t]hey  are 
separate  contractual  arrangements  between  Blue  Shield  and 
pharmacies  engaged  in  the  sale  and  distribution  of  goods  and 
services  other  than  insurance."*^  The  other  principle  is  that 
the  business  of  insurance  involves  entities  inside  the  insurance 
industry.**  Arrangements  with  providers  of  health  care 
services,  which  "involve  the  mass  purchase  of  goods  and  services 
from  entities  outside  the  insurance  industry,"  are  not  part  of 
the  business  of  insurance.*' 

In  an  apparent  effort  to  emphasize  that  no  conceivable 
arrangement  with  a  provider  transfers .  and  spreads  risk,  the 
Court  in  Roval  Drug  went  out  of  its  way  to  point  out  that  even 


Roval  Drug.  440  U.S.  at  213. 

Id.  at  214.  (Emphasis  added). 

Roval  Drug.  440  U.S.  at  214  (Emphasis  added) 

Id. .  at  216. 

Ibid. 

Id.  at  224. 

Ibid;  see  also  Pireno.  458  U.S.  119. 
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arrangements  analogous  to  group  model  and  staff  model  HMOs  are 
not  part  of  the  business  of  insurance.  In  addition  to 
concluding  that  an  insurer's  contracts  with  independent 
providers  of  medical  services  and  supplies  (analogous  to  an  IPA 
model  HMO's  contracts  with  independently  practicing  physicians) 
do  not  transfer  risk,  the  Court  reached  the  same  conclusion  with 
respect  to  two  other  provider  configurations.   The  Court  said: 

Suppose,  for  example,  that  an  insurance  company 
entered  into  a  contract  with  a  large  retail  drug  chain 
whereby  its  policyholders  could  obtain  drugs  under 
their  policies  only  from  stores  operated  by  this  chain 
[analogous  to  group  model  HMOs].  *  *  *  or  suppose  that 
the  insurance  company  should  decide  to  acquire  the 
chain  of  drugstores  in  order  to  lower  still  further 
its  costs  of  meeting  its  obligations  to  its 
policyholders  [analogous  to  staff  model  HMOs].  Such 
an  acquisition  would  surely  not  be  the  "business  of 


Recently,  the  Supreme  Court  in  another  McCarran 
Ferguson  Act  case  reaffirmed  the  holding  in  Royal  Drug  that 
agreements  made  by  an  insurance  company  with  parties  wholly 
outside  of  the  insurance  industry  are  not  part  of  the  business 
of  insurance.^'  In  the  Hartford  case,  the  Court  held  that  the 
agreements  in  question  were  part  of  the  business  of  insurance 
because  they  were  entered  into  with  foreign  insurance  companies, 
entities    obviously    within    the    insurance    industry. 

THE  HEALTH  CARE  REFORM  GUIDING  PRINCIPLE  OF 
A  LEVEL  PLAYING  FIELD  SHOULD  BE  EXTENDED  TO 
FEDERAL  INCOME  TAX  TREATMENT  OF  HEALTH  PLANS 

The  genius  of  emerging  health  care  reform  is  to  impose 
uniform  standards  on  all  health  plans  so  that  they  are  forced  to 
compete  in  the  market  place  on  the  basis  of  price  and  service, 
and  this  principle  should  be  extended  to  the  federal  income  tax 
treatment  of  the  carriers  of  these  plans.  The  similarity  of 
HMOs  and  other  health  plans  will  be  even  greater  under  the 
Health  Security  Act  than  it  is  today.  Under  the 
Administration's  proposal,  all  HMOs  will  be  required  to  provide 
open  ended  benefits  as  part  of  their  offerings.^"  This  means 
all  health  plans,  including  HMOs,  will  provide  benefits  for 
medical  services  regardless  of  whether  those  services  are 
provided  by  affiliated  providers. 


emphasis  added) . 

^'    Hartford  Fire  Insurance  Co.  v.  California ,  6 1 
U.S.L.W.  4855  (June  28,  1993). 
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Application  of  the  level  playing  field  principle  to 
tax  policy  in  general,  and  to  insurance  companies  in  particular, 
has  a  distinguished  pedigree.  Congress'  decision  in  1986  to 
repeal  the  tax  exemption  of  BCBS  Plans  was  founded  on  just  such 
a  principle.  In  its  November,  1984  Report  to  the  President  on 
Tax  Reform,  the  U.S.  Treasury  Department  recommended  repeal  of 
tax  exemption  for  insurance  businesses.  Having  concluded  that 
tax-exempt  insurance  companies  generally  are  indistinguishable 
from  their  taxable  counterparts.  Treasury  concluded  that  the 
existing  tax  exemptions  for  insurance  companies  should  be 
repealed  and  explained  that: 

Elimination  of  the  tax  exemption  would 
end  tax-induced  distortions  that  favor  the 
provision  of  insurance  through  tax-exempt 
organizations  and  that  favor  individuals 
who  have  access  to  insurance  sold  by  these 


The  absence  of  a  rational  basis  for  different 
treatment  of  various  health  financing  plans  under  health  care 
reform  is  underscored  by  the  Administration's  reasons  for 
proposing  repeal  of  the  special  tax  benefits  for  BCBS  Plans. 
The  explanation  is: 

The  Health  Security  Act  would  prevent 
any  insurance  company  from  denying 
enrollment  to  an  applicant  because  of 
health,  employment,  or  financial  status. 
It  would  also  prevent  insurance  companies 
from  charging  higher  premiums  to  persons 
more  likely  to  incur  higher  medical  costs 
because  of  pre-existing  conditions,  age,  or 
other  factors  related  to  risk.  The  Act 
would  effectively  require  all  plans 
receiving  premiums  through  health  alliances 
to  charge  community-rated  premiums  for  the 
comprehensive  benefits  package. 
Accordingly,  a  subsidy  to  Blue  Cross/Blue 
Shield  companies  would  no  longer  be  needed 
to  make  community-rated  premiums  available 
to  the  public.  However,  uniform  tax  rules 
for  insurance  companies  selling  community- 
related  policies  would  be  needed  to  provide 
a    framework    for    effective    market 


51  .pj^g  Treasury  Department  Report  to  The  President,  Tax 
Reform  For  Fairness.  Simplicity,  and  Economic  Growth,  v.  2,  at 
287  (Nov.  1984)  . 
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competition  between  the  Blues  and  other 
health  insurers. ^^ 

That  analysis  is  equally  applicable  to  the  distinction  between 
commercial  insurers  and  all  other  health  plans,  including 
nonprofit  HMOs. 

The  Administration's  proposal  certainly  would  give 
nonprofit  HMOs  a  substantial  advantage  over  other  health  plans. 
Taxable  plans  would  pay  taxes  at  the  3  5%  corporate  rate  whereas 
most  nonprofit  HMOs  would  be  exempt.  In  addition,  §  501(c)(3) 
staff  model  HMOs  and  hospitals  in  the  health  plan  business  will 
have  access  to  tax-exempt  bonds.  Use  of  tax  exempt  bonds  can 
reduce  capital  costs  dramatically,  especially  in  times  of  high 
interest  rates. 

Of  even  greater  concern  is  the  prospect  that  the 
Administration's  proposal  will  permit  exempt  hospitals,  which 
today  are  not  in  the  health  plan  business  to  any  significant 
extent,  to  vigorously  invade  the  health  plan  business, 
displacing  taxable  health  plan  carriers.  The  result  potentially 
is  a  huge  tax  revenue  loss  from  health  care  reform.  Already, 
the  IRS  has  ruled  that  nonprofit  hospitals  can  use  their  tax 
exemptions  to  purchase  medical  practices  and  compete  with  health 
plans  in  the  risk  transfer  business.  ^^  Unless  Congress 
establishes  the  principle  that  the  risk  transfer  business  of 
health  plans  is  taxable,  the  revenue  loss  will  be  staggering. 
Exempt  hospitals  will  be  in  a  position  to  become  the  dominant 
players  in  the  industry  on  the  strength  of  federal  income  tax 
subsidies,  and  the  level  playing  field  principle  of  health  care 
reform  will  have  been  forfeited. 

THE  BLUE  CROSS  AND  BLUE  SHIELD  ASSOCIATION'S 
TAX  PROPOSAL 

The  Blue  Cross  and  Blue  Shield  Association  proposes 
that  all  health  plans  will  be  taxed  as  insurance  companies. 
Health  plans  other  than  life  insurance  companies  will  be  taxed 
under  a  new  section  specifically  designed  for  health  care 
financing  organizations.  Organizations  taxable  under  this  new 
section  will  include  for  profit  and  nonprofit  HMOs,  BCBS  Plans, 
Delta  Dental  Plans,  other  nonprofit  health  plans,  and  property 
and  casualty  insurance  companies  that  are  predominantly  in  the 
health  insurance  business. 


259  (December  10,  1993). 


"    Exempt  Ruling  93-1926  (Jan.  29,  1993)  (Friendly 
Hills  Healthcare  Network) ,  published  in  93  Tax  Notes  Today 
40-113  (Feb.  19,  1993);  Exempt  Ruling  93-4212  (Mar.  31,  1993] 
(Facey  Medical  Foundation) ,  published  in  93  Tax  Notes  Today 
83-116  (April  15,  1993) . 
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This  new  section  also  should  apply  to  the  health  plan 
operations  of  exempt  hospitals.  The  Blue  Cross  and  Blue  Shield 
Association  is  not  advocating  repeal  of  the  tax  exemption  of 
nonprofit  hospitals.  However,  if  an  exempt  hospital  conducts 
its  health  plan  business  in  a  subsidiary,  that  subsidiary  should 
be  taxed.  Similarly,  if  an  exempt  hospital  conducts  a  health 
plan  as  a  line  of  business,  that  line  of  business  should  be 
treated  as  an  unrelated  trade  or  business  and  taxed.  Existing 
law  would  be  applied  to  determine  whether  the  health  plan 
business  of  an  exempt  hospital  is  so  large  that  the  hospital 
should  lose  its  tax  exemption  as  an  organization  not  exclusively 
operated  for  charitable  purposes. 

Application  of  this  proposal  to  integrated  delivery 
systems  and  HMOs  that  own  hospitals  will  depend  on  the  manner  in 
which  they  are  organized.  If  a  HMO  owns  a  hospital  center,  that 
hospital  center  should  be  taxable.  "Ownership"  means  that  the 
earnings  of  the  owned  organization  can  inure  to  the  benefit  of 
the  owner,  and  inurement  to  a  taxable  organization  is 
impermissible  inurement.  On  the  other  hand,  a  hospital  could 
own  a  health  plan  without  jeopardizing  the  hospital's  exemption 
as  long  as  the  "exclusive  benefit  test"  is  not  violated. 

The  new  provisions  also  should  address  the  use  of  tax 
exempt  bonds  to  finance  the  facilities  of  health  plans  owned  or 
controlled  by  an  exempt  hospital.  Tax  exempt  bonds  should  not 
be  used  to  finance  the  construction  of  facilities  for  the  health 
plan  itself  or  for  the  medical  clinics  that  will  provide  medical 
services  to  the  health  plan's  enrollees.  There  is  no 
justification  for  a  hospital  center  having  that  tax  advantage 
over  other  health  plans  under  a  system  in  which  all  health  plans 
must  meet  the  same  federal  health  care  reform  standards.  The 
Blue  Cross  and  Blue  Shield  Association  does  not  make  a  proposal 
with  regard  to  use  of  tax  exempt  bonds  for  hospital  facilities. 

The  new  section  also  should  be  crafted  carefully  to 
level  the  playing  field  between  life  insurance  companies  and  all 
other  health  plans.  Because  approximately  98%  of  the  health 
insurance  provided  by  commercial  insurance  companies  is  provided 
by  life  insurance  companies,  parity  between  those  companies  and 
health  plans  is  important.  For  example,  life  insurance 
companies  are  entitled  to  a  100%  deduction  for  premium 
stabilization  reserves,  but  health  plans'  premium  stabilization 
reserves  are  included  in  unearned  premium  reserves  which  are 
subject  to  a  20%  haircut.^*  All  health  plans  also  should  be 
entitled  to  a  100%  deduction  for  premium  stabilization  reserves. 

BCBS  Plans  are  familiar  with  the  difficulty  associated 
with  changing  from  tax  exempt  to  taxable  status  and  understand 
that  transition  relief  is  appropriate  for  currently  tax  exempt 
HMOs.    BCBS  Plans  had  to  make  that  transition  under  the 


I.R.C.  §§  807(c)(6),  832(b)(4). 
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provisions  of  the  Tax  Reform  Act  of  1986.  Accordingly,  the 
Association  recommends  a  fresh  start  for  accounting  methods  and 
reserves,  a  fresh  start  for  unearned  premium  reserves  and  a 
step-up  in  basis  for  appreciated  property.  The  transition  rules 
should  not,  however,  undermine  the  essential  principle  of  a 
level  playing  field  for  all  health  plans. 

SUMMARY 

In  summary,  the  proposal  of  the  Blue  Cross  and  Blue 
Shield  Association  to  subject  for  profit  and  nonprofit  health 
care  financing  organizations  to  the  same  federal  income  tax 
treatment  under  health  care  reform  is  consistent  with  good  tax 
policy.  It  is  soundly  based  on  the  fact  that  HMOs,  Blue  Cross 
and  Blue  Shield  organizations,  commercial  insurers,  and  the 
health  care  financing  arms  of  hospitals  fundamentally  are  in  the 
same  business. 


Philips  S.  Neal 
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Chairman  Rangel.  Let  me  thank  both  of  you. 

Counsel,  do  you  have  anything  that  you 

Mr.  Neal.  No,  I  have  nothing  to  add. 
Chairman  Rangel.  Thank  you  very  much. 


We  will  continue  our  hearings  in  this  area.  We  thank  you  for 
your  contribution.  The  committee  stands  adjourned  subject  to  the 
call  of  the  chair. 

[Whereupon,  at  2:24  p.m.,  the  hearing  was  adjourned,  subject  to 
the  call  of  the  Chair.] 


SELECTED  TAX  PROVISIONS  IN  THE 
ADMINISTRATION'S  HEALTH  SECURITY  ACT 


TUESDAY,  FEBRUARY  8,  1994 

House  of  Representatives, 
Committee  on  Ways  and  Means, 
Subcommittee  on  Select  Revenue  Measures, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  call,  at  10:15  a.m.,  in  room 
1100,  Longworth  House  Office  Building,  Hon.  Charles  B.  Rangel 
(chairman  of  the  subcommittee)  presiding. 

Chairman  Rangel.  Let  me  apologize  to  the  committee  as  well  as 
the  witnesses.  The  committee  will  come  to  order. 

We  will  resume  our  hearing  on  selected  tax  provisions  in  the 
President's  Health  Security  Act  and  the  provisions  on  which  the 
subcommittee  has  taken  testimony  includes  the  rule  covering  the 
definition  of  what  is  an  employer,  the  treatment  of  certain  income 
from  S  corporations  and  limited  partnerships  for  self-employment 
tax  purposes,  changes  in  the  independent  contractor  compliance 
provisions,  restrictions  on  the  use  of  tax-exempt  financing  by  the 
regional  alliance,  and  tax  incentives  for  providers  in  underserved 
areas. 

Today  the  subcommittee  will  receive  testimony  on  these  state- 
ments from  the  Treasury  Department  and  one  panel  of  public  wit- 
nesses. This  hearing  will  resume  tomorrow,  at  which  time  the  re- 
maining panels  of  public  and  invited  witnesses  will  present  their 
testimony  to  the  committee.  I  look  forward  to  hearing  the  testi- 
mony of  these  important  issues  so  the  subcommittee  can  establish 
a  full  record  on  these  matters. 

The  Chair  recognizes  Mr.  Hancock. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman.  I  am  looking  forward 
to  continuing  the  hearing  on  selected  tax  aspects  of  President  Clin- 
ton's health  care  reform  legislation.  Today  we  will  inquire  into 
some  of  the  more  controversial  tax  provisions  in  the  legislation.  I 
have  heard  from  many  of  my  constituents  on  the  provisions  dealing 
with  employment  status  and  the  treatment  of  earnings  from  S  cor- 
poration shareholders,  and  limited  partners. 

In  1978,  Congress  became  concerned  about  the  uncertainty  in  the 
rules  for  distinguishing  between  independent  contractors  and  em- 
ployees. Members  of  Congress  were  faced  with  numerous  situations 
in  which  the  Internal  Revenue  Service  was  seeking  to  ignore  long- 
standing treatment  of  workers.  It  was  for  that  reason  that  the  Con- 
gress enacted  section  530  of  the  1978  Tax  Act  providing  safe  har- 
bors for  the  treatment  of  workers  as  independent  contractors. 

(143) 
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The  Internal  Revenue  Service  has  regularly  sought,  since  1978, 
to  remove  the  taxpayer  protections  of  section  530.  The  President's 
health  reform  bill  contains  one  more  such  attempt.  The  IRS  asks 
us  to  provide  it  with  virtually  unlimited  prospective  authority  to 
recharacterize  workers. 

Some  might  argue  that  the  administration  must  define  employ- 
ees in  order  to  impose  its  misguided  employer  mandates.  For  those 
who  buy  this  argument,  I  would  like  to  know  the  justification  for 
revising  the  definition  for  purposes  outside  of  health  legislation.  As 
far  as  I  am  concerned,  this  provision  is  simply  a  nonstarter. 

The  provisions  recharacterizing  the  S  corporations  shares  of  cer- 
tain 2  percent  of  shareholders  of  net  earnings  fi-om  self- 
employment  is  also  misguided.  This  provision  would  impose  mas- 
sive new  taxes  on  S  corporation  shareholders.  I  understand  that 
the  administration's  justification  for  this  proposal  is  to  provide  the 
same  treatment  as  is  now  appHcable  to  the  general  partners. 

I  think  we  have  the  wrong  answer  for  partners,  so  I  don't  see 
this  as  a  justification  for  applying  the  wrong  rule  to  S  corporation 
shareholders.  We  should  not  be  imposing  additional  self-employ- 
ment taxes  on  earnings  which  are  profits  from  capital  or  the  labor 
of  employees. 

Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Mr.  Sundquist. 

Mr.  Sundquist.  Thank  you,  Mr.  Chairman.  I  barely  see  you  over 
there.  You  have  gotten  so  thin.  Mr.  Chairman,  I  am  opposed  to  the 
independent  contractor  provision  in  the  President's  health  care 
plan. 

I  would  like  to  ask  imanimous  consent  to  submit  a  statement  for 
the  record. 

Chairman  Rangel.  Without  objection. 

[The  prepared  statement  follows:] 

STATEMENT  OF  CONGRESSMAN  DON  SUNDQUIST 

Mr.  Chairman,  independent  contractors  comprise  an  important  sector  of  our  econ- 
omy. Their  ftinction  increases  flexibility  and  productivity  for  the  businesses  they 
serve.  Furthermore,  as  many  large  businesses  have  downsized,  many  former  em- 

eloyees  have  started  their  own  small  businesses  as  independent  contractors.  These 
usinesses  may  serve  a  variety  of  functions  for  multiple  businesses,  have  direct  prof- 
it incentive,  enjoy  flexibility  of  hours,  and  often  grow  into  larger  employers  them- 
selves. Certain  industries,  such  as  the  newspapers,  realtors,  insurers,  direct  sellers 
and  bakers,  are  heavily  dependent  on  a  stable  independent  contractor  system. 

The  President's  independent  contractor  proposal  threatens  both  these  small  busi- 
nesses and  the  larger  companies  they  serve  by  giving  worker  classification  authority 
to  the  Internal  Revenue  Service,  which  certainly  does  not  have  as  its  first  priority 
the  smooth  functioning  of  business  and  economic  growth  and  innovation.  This  issue 
is  too  important  for  a  regulatory  bureaucracy  to  dictate. 

I  strongly  oppose  the  employer  mandate  in  the  health  care  package.  But  even  if 
such  premiums  were  enacted,  improper  employee  reclassification  could  be  stemmed 
with  an  "antiabuse"  or  "antiswitching"  rule  written  by  Congress.  If  the  President 
insists  on  having  Treasury  rewrite  the  worker  classification  rules,  fine.  But  let's 
have  Treasury  submit  such  a  proposal  to  Congress;  then  Congress  can  determine 
whether  it  is  appropriate  to  legislate.  I'm  not  ready  to  blindly  trust  the  Treasury 
to  handle  this  issue  responsibly. 

Chairman  Rangel.  Is  any  member  seeking  recognition? 

The  Chair  at  this  time  welcomes,  once  again,  our  first  witness, 
Leslie  Samuels,  Assistant  Secretary  for  Tax  Policy,  Department  of 
the  Treasury. 
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STATEMENT  OF  HON.  LESLIE  B.  SAMUELS,  ASSISTANT 
SECRETARY  FOR  TAX  POLICY,  U.S.  DEPARTMENT  OF  THE 
TREASURY 

Mr.  Samuels.  Mr.  Chairman  and  members  of  the  subcommittee. 
I  would  like  to  ask  that  my  written  statement  be  placed  in  the 
record  and  I  will  summarize  that  statement  now. 

Chairman  Rangel.  Without  objection. 

Mr.  Samuels.  I  am  pleased  to  present  the  views  of  the  adminis- 
tration on  certain  tax  provisions  in  the  Health  Security  Act.  The 
provisions  that  I  will  address  today  are  the  ones  that  the  chairman 
summarized  at  the  outset  of  the  hearing. 

A  fundamental  feature  of  the  Health  Security  Act  is  universal 
coverage.  To  accomplish  universal  coverage  with  the  least  disrup- 
tion, the  act  builds  on  the  current  system  in  which  9  out  of  10 
Americans  with  private  health  insurance  obtain  it  through  their 
employers.  Thus,  just  as  most  employers  do  today,  they  will  pay 
most  of  the  insurance  premiums  for  their  employees  under  the  act. 
However,  the  act  generally  limits  each  employer's  obligation  to  7.9 
percent  of  its  payroll,  which  is  reduced  for  small  firms  to  as  little 
as  3.5  percent  of  pa5rroll. 

A  firm  is  obligated  to  provide  health  insurance  only  for  its  em- 
ployees. To  the  extent  a  firm  contracts  services  from  an  individual 
independent  contractor,  the  firm  has  no  obligation  to  provide  that 
individual's  health  insurance.  It  is  therefore  critical  that  workers 
be  properly  classified  as  employees  or  independent  contractors. 

The  existing  employment  tax  rules  provide  a  longstanding  defini- 
tion of  employee  based  on  the  traditional  common-law  test  which 
virtually  all  firms  already  apply.  These  rules  are  clear  for  the  vast 
majority  of  firms  and  workers.  Accordingly,  we  decided  not  to  cre- 
ate a  new  definition  of  employee  solely  for  health  care  purposes 
since  that  would  unduly  burden  employers  with  a  second  set  of 
rules.  Rather,  the  act  generally  adopts  the  existing  employment  tax 
rules  to  determine  the  status  of  workers  for  health  care  premium 
purposes. 

The  act  modifies  the  current  rules  on  a  prospective  basis  in  two 
respects  to  prevent  abuses  in  the  health  care  system  through 
misclassification  of  workers.  The  first  change  relates  to  the  defini- 
tion of  employee.  To  prevent  employers  from  gaming  the  existing 
rules,  the  act  would  authorize  the  Secretary  of  the  Treasury  to 
issue  prospective  regulations  for  determining  the  classification  of 
workers  whose  status  is  determined  currently  under  the  common- 
law  test.  Let  me  emphasize  that,  as  Secretary  Bentsen  has  testi- 
fied, these  regulations  are  not  expected  to  result  in  substantial  re- 
classification of  workers  from  their  status  imder  current  law. 

First,  the  regulations  would  not  override  those  code  provisions 
that  provide  mandatory  classification  rules  for  various  classes  of 
workers,  such  as  real  estate  agents  and  direct  sellers.  Second,  to 
address  concerns  that  the  regulations  could  disrupt  existing  worker 
classifications,  the  statute  requires  that  the  regulations  give  sig- 
nificant weight  to  the  traditional  common-law  test  of  current  law. 

Third,  we  welcome  guidance  in  the  legislative  history  regarding 
appropriate  parameters  for  the  regulatory  rules.  In  this  regard,  we 
believe  that  the  regulatory  authority  provides  desirable  flexibility 
in  an  area  that  is  as  complex  and  dynamic  as  the  workplace.  A  one- 
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size-fits-all  statutory  rule  cannot  easily  be  adapted  to  changing 
work  environments. 

Fourth,  the  IRS,  as  part  of  its  Compliance  2000  initiative,  cur- 
rently is  working  with  several  industries  that  have  had  particular 
difficulty  with  worker  classification  issues  to  develop  guidelines  for 
determining  the  status  of  workers  in  those  industries.  We  antici- 
pate that  this  work  can  serve  as  a  useful  model  for  developing  the 
regulations. 

Fifth,  we  are  committed  to  work  extensively  and  openly  with  in- 
terested taxpayers  and  industry  representatives  to  develop  appro- 
priate guidelines. 

Finally,  the  regulations  will  be  effective  no  earlier  than  for  peri- 
ods beginning  more  than  6  months  after  the  regulations  are  issued 
in  final  form.  At  the  time  the  regulations  are  finalized,  the  Sec- 
retary will  provide  a  report  to  Congress  regarding  the  regulations. 

In  summary,  these  prospective  regulations  will  not  cause  a  sea 
change  in  worker  classification,  but  will  be  designed  to  prevent 
gaming  of  the  health  care  system. 

The  act  also  addresses  the  special  rules  adopted  in  section  530 
of  the  Revenue  Act  of  1978.  While  section  530  was  enacted  as  a  1- 
year  stopgap  measure  until  Congress  could  devise  a  better  stand- 
ard for  classifying  workers,  it  was  extended  indefinitely  in  1982. 
Section  530  prohibits  the  IRS  on  audit  from  correcting  erroneous 
classifications  of  workers  as  long  as  the  employer  is  consistent  in 
his  treatment  of  the  workers  and  has  a  reasonable  basis  for  the 
treatment.  Section  530  also  prohibits  the  IRS  from  issuing  any  reg- 
ulations or  rulings,  revenue  rulings  regarding  the  proper  classifica- 
tion of  workers. 

In  the  context  of  health  care  reform,  section  530  in  its  current 
form  could  foster  manipulation  and  abuse  of  both  the  requirement 
that  employers  pay  a  portion  of  their  employees'  health  care  insur- 
ance premiums  and  the  payroll  based  premium  discount  rules.  Ac- 
cordingly, the  act  revises  section  530  prospectively  to  prevent  these 
abuses,  but  in  a  manner  that  will  provide  reasonable  protection  to 
employers. 

Beginning  in  1996,  section  530's  protective  rules  would  be  ex- 
tended to  all  firms.  To  avoid  potential  whipsaw  situations,  the  de- 
termination of  a  worker's  status  under  section  530  would  be  con- 
trolling for  both  the  firm  and  the  worker.  In  addition,  the  15-year- 
old  prohibition  on  IRS  guidance  would  be  repealed. 

The  IRS  would  also  be  permitted  to  correct  the  status  of 
misclassified  employees  on  a  prospective  basis.  As  under  current 
law,  however,  the  employer  would  be  protected  from  retroactive 
classification  if  the  employer  satisfies  one  or  more  safe  harbors. 

These  safe  harbors  would  be  modified  in  certain  respects  to  pre- 
vent possible  abuse.  For  example,  the  prior  audit  safe  harbor  would 
be  limited  to  tax  audits  in  which  the  status  of  worker  or  similar 
workers  was  actually  reviewed  without  change.  An  audit  in  which 
a  worker's  status  was  not  considered  would  no  longer  provide  a 
safe  harbor. 

Indeed,  it  is  remarkable  that  such  a  tax  audit  safe  harbor  exists. 
The  current  rule  that  provides  future  amnesty  for  a  position  be- 
cause a  taxpayer  was  audited  for  a  totally  unrelated  issue  would 
be  inconceivable  in  any  other  context. 
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I  next  would  like  to  discuss  the  proposal  to  increase  the  penalty 
for  failure  to  file  an  information  return  for  payments  made  to  an 
independent  contractor  for  services. 

To  prevent  abuse  of  the  premium  discount  rules,  the  act  in- 
creases the  penalty  for  failure  to  file  an  information  return  for  pay- 
ments made  to  an  independent  contractor  for  services  fi-om  $50  per 
failure  to  the  greater  of  $50  and  5  percent  of  the  amount  not  prop- 
erly reported.  To  ensure  that  the  penalty  will  not  be  excessive  and 
that  it  will  not  be  imposed  in  instances  of  minor  failures,  the  provi- 
sions of  current  law  will  continue  to  apply. 

In  addition,  the  act  limits  the  penalty  to  $50  per  failure  as  under 
current  law  if  the  taxpayer  properly  reports  at  least  97  percent  of 
all  such  amounts  required  to  be  reported  for  that  period. 

As  you  can  see,  we  have  carefully  targeted  this  increase  in  the 
reporting  penalty  to  give  a  stronger  incentive  to  firms  to  report 
payments  made  to  nonemployees  for  services  rendered,  but  with 
ample  protection  to  ensure  that  firms  will  not  be  subject  to  dis- 
proportionately high  penalties  for  relatively  minor  failures. 

The  act  adopts  antiabuse  measures  relating  to  S  corporation 
shareholders  and  limited  partners.  To  avoid  gaming  of  the  health 
care  premium  discount  rules,  we  have  proposed  to  modify  the  em- 
ployment tax  rules  for  both  health  care  and  employment  tax  pur- 
poses for  these  taxpayers. 

Under  the  act,  all  service  related  earnings  of  2  percent  S  corpora- 
tion shareholders  who  materially  participate  in  the  corporation's 
business  would  be  treated  as  wages  for  purposes  of  determining  the 
corporation's  eligibility  for  premium  discounts. 

A  similar  rule  would  treat  any  individual  limited  partner  who 
materially  participates  in  a  partnership's  activities  in  the  same 
way  as  general  partners  are  treated  under  current  law.  These  pro- 
visions should  level  the  playingfield  among  the  different  forms  of 
doing  business  and  should  eliminate  any  abuse  of  the  premium  dis- 
count rules  through  changes  in  the  form  of  business  entities  or 
compensation  arrangements. 

Turning  to  the  tax-exempt  bond  rules,  I  would  like  to  explain 
briefly  why  we  would  deny  tax-exempt  financing  for  the  new  health 
care  entities  created  by  the  act.  Although  State  and  local  govern- 
ments generally  may  issue  tax-exempt  bonds  to  finance  their  activi- 
ties, the  tax  law  is  designed  to  limit  these  borrowings  to  financings 
for  traditional  governmental  purposes. 

The  new  health  care  alliances  and  State  guaranty  funds  will  per- 
form functions  that  have  traditionally  been  performed  by  the  pri- 
vate sector  and  will  benefit  their  individual  members  or  bene- 
ficiaries. Consequently,  bonds  to  finance  these  entities  generally 
will  not  be  tax  exempt. 

Finally,  I  would  like  to  summarize  the  incentives  for  health  care 
providers  in  designated  underserved  areas. 

Current  programs  to  encourage  health  care  providers  to  practice 
in  historically  underserved  urban  and  rural  areas  have  not  been 
sufficient  to  eliminate  significant  health  care  professional  shortages 
in  a  number  of  those  areas.  To  alleviate  these  shortages,  the  act 
offers  two  new  tax  incentives  to  encourage  health  care  profes- 
sionals to  locate  in  underserved  areas. 
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First,  the  act  provides  a  tax  credit  to  certified  physicians,  physi- 
cian assistants,  nurse  practitioners  and  nurse  midwives  who  com- 
mence providing  primary  health  services  on  a  full-time  basis  in  an 
underserved  area  after  1994.  The  nonrefundable  credit  of  $1,000 
per  month  for  physicians  and  $500  per  month  for  the  other  health 
care  professionals  is  available  for  up  to  60  months  and  is  subiect 
to  full  or  partial  recapture  if  the  provider  works  in  the  area  for  less 
than  a  full  60  months. 

Second,  the  act  allows  a  physician  who  provides  primary  health 
services  on  a  full-time  basis  in  an  underserved  area  to  expense  an 
additional  $10,000  of  certain  medical  equipment  placed  in  service 
after  1994  that  is  owned  and  used  by  the  physician  in  that  under- 
served  area.  With  the  increase  last  year  in  the  general  section  179 
annual  limit  to  $17,500  per  year,  the  combined  limit  for  eligible 
physicians  is  increased  to  $27,500  per  year. 

We  believe  these  provisions  should  prove  very  beneficial  in  at- 
tracting much  needed  primary  medical  services  to  these  historically 
underserved  areas. 

Mr.  Chairman,  I  appreciate  the  opportunity  to  appear  before  this 
committee  todav  to  discuss  these  important  tax  provisions.  We  look 
forward  to  working  with  this  committee  and  interested  taxpayers 
to  develop  fair  and  effective  rules. 

I  will  be  pleased  to  answer  any  questions  that  you  or  the  other 
members  may  wish  to  ask.  Thank  you. 

[The  prepared  statement  follows:] 
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Expected  at  10:00  a.m.  EST 
February  8,  1994 

STATEMENT  OF 

LESLIE  B.  SAMUELS 

ASSISTANT  SECRETARY  (TAX  POLICY) 

DEPARTMENT  OF  THE  TREASURY 

BEFORE  THE 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES 

COMMITTEE  ON  WAYS  AND  MEANS 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

Hr.  Chairman  amd  Members  of  the  Subcommittee: 

I  am  pleased  to  present  the  views  of  the  Administration  on 
selected  tax  provisions  of  the  Health  Security  Act  (the  "Act") . 
As  requested  by  the  Subcommittee,  I  will  limit  my  testimony  to 
the  tax  provisions  described  in  Press  Release  /16,  dated  November 
23,  1993.   These  provisions  are:  definition  of  employee,  or, 
stated  more  broadly,  the  determination  of  workers'  employment 
status;  increased  penalties  for  failure  to  report  payments  for 
services;  self -employment  tax   treatment  of  certain  S  corporation 
shareholders  and  limited  partners;  limitations  on  the  use  of  tax- 
exempt  bonds  by  health  ceure  alliances  and  State  guzuranty  funds 
(as  defined  in  the  Act) ;  and  tax  incentives  to  providers  in 
underserved  aireas.   The  other  provisions  specified  by  the 
Subcommittee,  relating  to  the  tax  treatment  of  health  care 
organizations,  were  the  sxibject  of  heeurings,  including  testimony 
by  the  Department  of  the  Treasury,  before  the  Subcommittee  on 
December  14,  1993. 

The  Administration  believes  that  the  approaches  it  has  taken 
concerning  the  tax-related  issues  in  the  Act  represent  an 
appropriate  means  of  furthering  the  goals  of  the  Act  and  are 
consistent  with  sound  tax  policy.  We  recognize,  however,  that 
many  of  these  Issues  are  complex  and  that  there  may  be  other  ways 
to  accomplish  the  same  objectives.   Moreover,  as  the  President 
has  indicated,  the  Administration  wishes  to  be  flexible 
concerning  the  details  of  health  care  reform  within  the  context 
of  the  goal  of  universal  coverage.   In  keeping  with  that 
flexibility,  we  would  be  pleased  to  consider  alternative 
approaches  to  the  issues  before  the  Committee  today  that  may  be 
offered  during  these  hearings  or  in  the  course  of  the  legislative 
process.   We  are  committed  to  work  with  this  Committee  and 
interested  taxpayers  to  develop  fair  and  effective  rules. 

DETERMINATION  OP  EMPLOYMENT  STATDB 

Overview 

A  fundamental  feature  of  the  Act  is  universal  coverage.  To 
accomplish  universal  coverage  with  the  least  disruption,  the  Act 
builds  on  the  current  system,  in  which  nine  out  of  ten  Americans 
with  private  health  Insurance  obtain  it  through  their  employers. 
Thus,  just  as  most  of  them  do  today,  employers  will  pay  most  of 
the  insurance  premiums  for  their  employees  under  the  Act. 

However,  to  ensure  that  the  requirement  to  contribute  to 
their  employees'  health  insurance  coverage  is  not  too  burdensome 
for  employers,  particularly  small  businesses,  the  Act  generally 
limits  each  employer's  obligation  to  a  percentage  of  its  payroll. 
The  limit  is  7.9  percent  of  total  payroll,  and  is  reduced  for 
small  firms  with  relatively  low  average  wages  to  as  little  as  3.5 
percent  of  total  payroll.   To  the  extent  the  employer's  share  of 
its  employees'  insurance  premiums  exceeds  the  percent-of -payroll 
limit,  the  federal  government  contributes  the  difference. 
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The  obligation  to  pay  a  portion  of  the  health  insurance 
premiums  is  limited  to  the  firm's  employees.   To  the  extent  a 
firm  contracts  for  services  from  an  individual  independent 
contractor,  the  firm  has  no  obligation  to  contribute  to  the 
individual's  health  insurance.'   Rather,  the  individual,  as  a 
self-employed  independent  contractor,  will  be  required  to  obtain 
his  or  her  own  insurance.   As  a  firm  of  one  for  this  purpose,  the 
individual  may  be  entitled  to  a  discount  on  the  "employer" 
portion  of  the  premium  pursuant  to  the  percent-of-payroll  limit 
applicable  to  small  employers,  depending  on  his  or  her  income  for 
that  year. 

As  these  provisions  of  the  Act  illustrate,  it  is  critical 
that  workers  be  properly  classified  as  employees  or  independent 
contractors.   This  requires  that  the  rules  for  this 
classification  be  as  objective  as  possible  and,  correspondingly, 
not  subject  to  manipulation.   One  possibility  for  ensuring  proper 
classification  of  workers  for  health  care  purposes  would  be  to 
design  a  new  definition  of  "employee"  that  would  apply  solely  for 
purposes  of  the  Act.   However,  the  existing  employment  tax  rules 
provide  a  long-standing  definition  of  employee  which  virtually 
all  firms  already  apply.   Adding  a  new,  separate  definition  of 
employee  for  health  care  would  unduly  burden  emolovers  and 

workers  by  requiring  them  to  make  duplicative  determinations  of 
the  status  of  every  worker.   Accordingly,  the  Act  applies  a 
single  set  of  rules,  based  on  the  existing  employment  tax  rules, 
for  determining  the  status  of  workers. 

The  existing  employment  tax  rules  are  clear  for  the  vast 
majority  of  firms  and  workers.   However,  the  underlying  common 
law  standard  for  classification  requires  an  analysis  of  the 
particular  facts  and  circumstances  of  each  firm/worker 
relationship,  which  can  be  quite  subjective  in  certain 
situations.   As  a  result,  it  has  been  criticized  as  imprecise, 
unpredictable,  and  subject  to  manipulation.   In  addition,  current 
law  may  cause  competitive  distortions  by  permitting  some 
employers  to  treat  their  workers  differently  from  those  of 
similarly  situated  competitors. 

Fairness  to  the  businesses  and  individuals  who  pay  their 
appropriate  shares  of  premiums  under  the  Act  requires  that  other 
employers  not  be  allowed  to  escape  their  obligations  to  pay 
premiums  by  improperly  casting  their  employees  as  independent 
contractors.   Similarly,  businesses  should  not  be  allowed  to 
abuse  the  percent-of-payroll  limits  by  manipulating  their  size 
and  average  payroll  through  misclassif ication  of  workers. 

Because  the  existing  rules  work  well  for  most  firms  and 
workers,  however,  there  is  no  need  or  desire  to  make  wholesale 
revisions  to  those  rules  in  order  to  prevent  gjuning  by  some 
employers.   Accordingly,  the  Act  generally  adopts  the  current 
employment  tax  rules  for  health  care  purposes.   However,  the  Act 
also  modifies  the  current  rules  in  two  respects,  as  described 
below,  to  prevent  abuses  in  the  health  care  system  through 
misclassif ication  of  workers. 


'     Of  course,  if  a  firm  engaged  another  firm  to  provide 
services  to  it,  the  individuals  performing  the  services  on  behalf 
of  the  service-providing  firm  generally  would  not  be  considered 
employees  of  the  first  firm.   Rather,  the  question  of 
responsibility  for  contributing  to  the  workers'  health  insurance 
would  focus  on  the  firm  providing  the  services. 
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Consistent  with  the  objective  of  preventing  future 
manipulation  of  health  care  obligations  through  worker 
misclassification,  these  amendments  will  be  effective  purely  on  a 
prospective  basis;   they  will  not  affect  the  determination  of 
workers'  status  for  periods  prior  to  the  enactment  of  the  Act. 
Furthermore,  we  anticipate  that  these  prospective  changes  will 
not  result  in  substantial  reclassification  of  workers  in  the 
future  from  their  current  status  under  the  existing  employment 
tax  rules.   Rather,  the  goal  of  preventing  gaming  of  the  system 
is  to  be  accomplished  by  developing  fairer  and  more  administrable 
classification  rules  without  significantly  affecting  the  outcome 
in  relation  to  current  law. 

Discussion  of  Provisions 

Definition  of  "Employee".   The  first  change  relating  to 
worker  classification  in  the  Act  relates  to  the  definition  of 
"employee"  in  the  Internal  Revenue  Code  (the  "Code") .   Most 
workers  are  classified  as  employees  or  independent  contractors 

based  on  the  traditional  common  law  test  for  determining  the 
employer-employee  relationship.^  Under  current  law,  this  test 
focuses  on  whether  the  employer  has  the  right  to  control  not  only 
the  result  of  the  services  but  also  the  means  by  which  that 
result  is  accomplished.   In  an  effort  to  administer  this  facts 
and  circumstances  standard  better,  the  Internal  Revenue  Service 
(the  "IRS")  derived  from  the  case  law  a  list  of  20  factors  that 
should  be  considered,  with  more  or  less  weight  being  accorded  to 
particular  factors  depending  on  the  factual  context. 

The  common  law  control  test  is  by  its  nature  difficult  to 
apply.   Moreover,  many  of  the  20  factors  to  be  considered  are 
subjective,  and  the  weight  to  be  accorded  a  particular  factor  or 
set  of  factors  in  a  particular  situation  can  be  unclear.   As  a 
result,  it  is  difficult  in  some  cases  for  employers  to  determine 
with  certainty  the  correct  status  of  their  workers  under  current 
law.   Conversely,  the  uncertainty  in  application  of  the  rules  to 
certain  workers  potentially  allows  firms  to  misclassify  workers 
where  that  would  be  advantageous.   Such  an  advantage  will  be 
present  under  the  Act,  where  employers  who  could  potentially 
misclassify  their  employees  as  independent  contractors  might  be 
able  to  avoid  their  obligation  to  pay  premiums  or  to  abuse  the 
percent-of -payroll  premium  limits. 

In  order  to  prevent  abuse  of  the  health  care  system  in  this 
manner,  the  Act  would  authorize  the  Secretary  of  the  Treasury  to 
issue  prospective  regulations  for  determining  the  classification 
of  workers  whose  status  is  determined  currently  under  the  common 
law  standard.  As  noted  above,  the  regulatory  rules  would  not 
override  those  Code  provisions  that  provide  mandatory 
classification  rules  for  various  classes  of  workers.' 

To  minimize  concerns  that  the  regulations  could  disrupt 
existing  worker  classifications,  the  Act  provides  that  the 
regulations  must  give  significant  weight  to  the  traditional 
common  law  test  xinder  current  law.   Thus,  while  we  believe  that 
it  is  important  to  have  the  ability  to  modify  the  existing 
standard  to  some  extent  if  necessary  to  achieve  a  more  objective 
and  administrable  standard  and,  accordingly,  one  that  will  not  be 


'     The  Code  contains  special  rules  for  classifying  certain 
categories  of  workers.   Briefly,  these  include  mandatory 
independent  contractor  classification  of  certain  licensed  real 
estate  agents,  direct  sellers,  and  sitting-service  placement 
agents  (sections  3506  and  3508  of  the  Code) ;  and  mandatory 
employee  classification  of  corporate  officers  and  certain  agent- 
or  commission-drivers,  life  insurance  salesmen,  home  workers,  and 
traveling  salesmen  (section  3121(d)  of  the  Code).   The  Act  would 
not  affect  these  special  Code  rules. 

'     See  footnote  2. 
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as  susceptible  to  manipulation  and  abuse,  we  do  not  expect  that 
the  results  under  the  regulations  will  differ  significantly  from 
the  results  under  the  current  common  law  control  standard. 

We  welcome  guidance  from  this  Committee  regarding 
appropriate  parameters  for  the  regulatory  rules.   We  suggest  that 
the  appropriate  place  for  guidance  in  developing  the  regulations 
will  be  in  the  legislative  history  of  the  Act,  in  recognition 
that  it  is  difficult  to  have  a  specific  "one  size  fits  all" 
statutory  definition  applicable  to  the  many  varied  existing 
worker  relationships.   In  addition,  we  believe  it  is  desirable  to 
maintain  the  continued  flexibility  that  regulatory  authority 
affords  in  an  area  that  is  as  complex  and  dynamic  as  the 
workplace,  as  opposed  to  specific  statutory  rules  that  cannot  be 
as  easily  adapted  to  changing  work  environments. 

In  the  same  vein,  the  IRS,  as  part  of  its  "Compliance  2000" 
initiative,  currently  is  working  on  a  cooperative  basis  with 
representatives  of  several  industries  that  have  had  particular 
difficulty  with  worker  classification  issues,  to  develop 
guidelines  for  determining  the  status  of  workers  in  those 
industries.  We  believe  that  this  effort  has  proven  productive 
for  both  taxpayers  and  the  IRS,  and  we  anticipate  that  this  work 
could  serve  as  a  useful  model  for  developing  clear  and  fair 
regulatory  rules. 

We  are  also  committed  to  work  extensively  and  openly  with 
interested  taxpayers  and  industry  representatives  to  develop 
appropriate  guidelines  prior  to  enactment.   In  fact,  over  the 
past  several  months  we  have  met  with  many  business  organizations 
and  associations  representing  specific  industries  with  an 
interest  in  worker  classification  issues  to  begin  discussions 
regarding  the  new  rules.  We  will  continue  to  work  with  these  and 
other  interested  persons  throughout  the  legislative  and 
administrative  rulemaking  process.   This  process  will  include 
meetings  as  we  develop  the  proposed  rules,  followed  by  issuance 
of  proposed  regulations  for  comment  and  open  hearings. 

Finally,  the  regulations  will  be  effective  no  earlier  than 
for  periods  beginning  more  than  six  months  after  the  regulations 
are  issued  in  final  form.   At  the  time  the  regulations  are 
finalized,  the  Secretary  will  provide  a  report  to  Congress 
regarding  the  regulations.   This  should  allow  ample  time  for 
taxpayers  and  their  advisors  to  analyze  the  final  regulatory 
rules  and  to  resolve  any  questions  that  they  may  have. 

Section  530.   The  second  change  relating  to  worker 
classification  concerns  the  special  rules  adopted  to  protect 
certain  firms  from  the  IRS  reclassifying  their  workers  as 
employees.   These  rules  were  enacted  as  a  temporary  measure  in 
section  53  0  of  the  Revenue  Act  of  1978  (and  thus  are  referred  to 
as  "section  530")  in  response  to  controversies  that  had  developed 

between  taxpayers  and  the  IRS  regarding  retroactive 

reclassification  of  their  workers. 

Section  530  prohibits  the  IRS  on  audit  from  correcting 
erroneous  classifications  of  workers  as  long  as  the  employer:  (i) 
has  consistently  treated  all  workers  with  substantially  similar 
positions  as  independent  contractors,  (ii)  has  filed  all 
necessary  returns  (including  information  returns)  on  a  basis 
consistent  with  that  treatment,  and  (iii)  had  a  "reasonable 
basis"  for  that  treatment.   A  reasonable  basis  can  include,  but 
is  not  limited  to,  reasonable  reliance  on:  (i)  judicial 
precedent,  published  rulings,  or  private  letter  rulings  or 
technical  advice  memoranda  issued  with  respect  to  the  taxpayer; 
(ii)  a  past  IRS  audit  of  the  taxpayer  —  including  an  audit  in 
which  workers'  classification  was  not  reviewed  —  in  which  there 
was  no  assessment  attributable  to  the  classification  of  the 
worker  or  of  workers  holding  substantially  similar  positions;  and 
(iii)  a  long-standing  recognized  practice  of  a  significant 
segment  of  the  industry  in  which  the  worker  was  engaged. 
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By  its  terms,  section  530  is  controlling  only  for  purposes 
of  employment  taxes  and  only  with  respect  to  the  employer.   In 
addition,  section  530  does  not  apply  to  three-party  arrangements 
involving  technical  service  workers. 

Section  530  was  enacted  as  a  one-year  "stopgap"  measure 
until  Congress  could  devise  a  less  contentious  standard  for 
classifying  workers.   It  was  extended  several  times  and  finally 
extended  indefinitely  in  1982.   Since  Section  530  prohibits  the 
IRS  from  issuing  any  regulations  or  revenue  rulings  regarding  the 
proper  classification  of  workers,  the  IRS  has  not  been  able  to 
issue  any  generally  applicable  guidance  in  this  area  for  over  15 
years. 

As  long  as  the  underlying  classification  test  is  difficult 
to  apply  with  certainty  in  certain  cases,  a  provision  similar  to 
section  530  generally  can  serve  a  useful  short-term  function  to 
the  extent  it  protects  taxpayers  from  large  retroactive 
assessments.   In  the  context  of  health  care  reform,  however, 
section  530  in  its  current  form  could  foster  manipulation  and 
abuse  of  both  the  requirement  that  employers  pay  a  portion  of 
their  employees'  health  insurance  premiums  and  the  payroll-based 
premium  discount  rules. 

For  example,  the  fact  that  section  530  presently  applies 
only  to  the  hiring  firms  (and  not  to  the  worker)  can  create 
"whipsaw"  situations.   Thus,  if  current  section  530  continued  to 
apply  after  health  care  reform  became  effective,  a  firm  could 
treat  a  worker  as  an  independent  contractor  under  the  protection 
of  section  530,  and  thus  not  pay  the  employer's  share  of  the 
worker's  health  insurance  premiums,  while  the  worker  claims  to  be 
an  employee  under  the  common  law  control  standard,  and  therefore 
likewise  refuses  to  pay  the  employer's  share  of  the  premiums. 

Similarly,  the  section  530  safe  harbors,  while  generally 
appropriate  to  protect  reasonable  taxpayers  from  large 
retroactive  assessments,  need  to  be  updated  and  made  consistent 
with  the  changes  brought  about  by  health  care  reform.   For 
example,  a  prior  audit  of  a  taxpayer  by  the  IRS  on  a  specific 
income  tax  matter  completely  unrelated  to  employment  taxes  or  the 
health  care  requirements  under  the  Act  would,  under  existing 
section  530,  protect  an  employer  indefinitely  into  the  future. 
This  future  amnesty  provision  would  be  incomprehensible  in  the 
context  of  any  other  tax  provision,  and  now  could  well  encoxirage 
gaming  of  the  health  care  regime. 

In  addition,  the  permanent  prohibition  on  guidance  from  the 
IRS,  while  perhaps  understandable  when  section  530  was  to  apply 
for  only  one  year,  creates  unnecessary  confusion  because  it  has 
seriously  impeded  the  IRS's  ability  to  convey  its  interpretation 
of  the  law  to  taxpayers  in  advance  of  an  audit.   This  15-year 
void  in  guidance  also  increases  the  risk  of  inconsistent 
application  of  the  rules.   Moreover,  it  prevents  new  industries 
from  receiving  IRS  guidance  and  the  certainty  regarding  their 
responsibilities  that  new  businesses  especially  desire  and 
deserve . 

Finally,  certain  of  the  current  section  530  requirements 
should  be  liberalized  in  certain  respects  to  make  the  provision 
more  fair  to  taxpayers.   Specifically,  the  current  consistency 
and  return-filing  requirements  of  section  530  need  to  be  modified 
and  relaxed  so  as  to:  (i)  allow  firms  to  reclassify  workers 
prospectively  as  employees  without  fear  that  the  reclassification 
could  eliminate  the  section  530  protection  for  the  firm's  prior 
treatment  of  the  worker  as  an  independent  contractor,  and  (ii) 
extend  protection  to  taxpayers  that  inadvertently  make  only  minor 
information-reporting  errors. 
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Thus,  the  Act  codifies  section  530  in  order  to  retain  the 
benefits  appropriately  extended  to  most  employers,  but  with 
modifications  required  to  address  the  problems  that  arise  with, 
or  are  magnified  as  a  result  of,  health  care  reform.   To  ensure 
that  the  employer  premium  obligation  is  applied  fairly,  section 
530 's  protective  rules  as  modified  would  be  extended  to  all 
firms,  including  three-party  arrangements  involving  technical 
service  workers.   In  addition,  to  avoid  potential  "whipsaw" 
situations,  the  determination  of  a  worker's  status  under  the 
modified  rules  would  be  controlling  for  both  the  firm  and  the 
worker . 

Under  the  modified  rules,  the  IRS  would  be  permitted  to 
reclassify  misclassified  workers  on  a  prospective  basis. 
Moreover,  as  under  existing  section  530,  the  employer  would  be 
protected  from  retroactive  reclassification  if  the  employer  met 
certain  requirements.*  These  requirements  would  be  generally  the 
same  as  under  existing  section  530,  with  the  following 
modifications : 

Consistency  and  return-filing  requirements.   The 
consistency  and  return-filing  requirements  of  section  530 
would  be  essentially  retained,  but  would  be  relaxed  to 
address  the  overly  stringent  limitations  described  above. 
Thus,  firms  could  reclassify  workers  as  employees  if 
appropriate  without  jeopardizing  section  530  protection  for 
treating  the  worker  as  an  independent  contractor  in  prior 
periods,  and  they  would  not  lose  section  530  protection  if 
they  inadvertently  made  minor  information-reporting  errors. 
This  change  will  help  provide  consistent  protection  under 
the  provision  for  similarly  situated  employers. 

Safe  harbor  requirements.   The  specific  "reasonable 
basis"  safe  harbors  of  section  530  also  would  be  largely 
retained,  but  would  become  the  exclusive  safe  harbors  under 
the  provision.   These  safe  harbors  would  be  modified  as 
follows  to  prevent  possible  abuse  and  to  accommodate  the 
future  adoption  of  a  revised  regulatory  "employee" 
definition. 

Under  the  "prior  precedent"  safe  harbor,  reliance  on 
written  determinations  (i.e. .  private  letter  rulings,  etc.) 
issued  by  the  IRS  with  respect  to  the  taxpayer  would  not  be 
changed.   Reliance  on  other  authorities  would  have  to  meet 
the  "substantial  authority"  standard  now  required  of  all 
taxpayers  to  avoid  penalties  for  substantial  understatement 
of  income  taxes.   This  standard  does  not  require  that  the 
preponderance  of  authority  support  the  taxpayer's 
classification  of  the  worker,  but  it  does  require  the 
taxpayer  to  give  some  weight  to  authorities,  if  any,  that  do 
not  support  the  taxpayer's  position.   Consistent  with  the 
application  of  this  standard,  the  types  of  authorities  to  be 
considered  would  be  expanded  (from  judicial  precedent  and 
IRS  revenue  rulings)  to  include  any  item  that  is  "authority" 
under  the  "substantial  authority"  standard,  other  than 
private  letter  rulings  issued  to  other  taxpayers  (as  under 
current  law).   This  includes,  for  example,  legislative 
materials,  final  and  temporary  Treasury  regulations,  and  IRS 


*  As  explained  below,  if  an  employer  were  protected  from 

reclassification  of  a  worker  under  existing  section  530  but  would 
not  be  protected  under  the  modified  rules,  and  that  worker  were 
later  determined  to  be  properly  classified  as  an  employee,  the 
reclassification  of  that  worker  could  be  made  effective  no 
earlier  than  for  the  first  open  period  beginning  after  1995. 
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revenue  procedures,  notices,  announcements,  press  releases, 
and  other  official  pronouncements. 

The  "prior  audit"  safe  harbor  would  be  limited  to 
audits  in  which  the  employment  status  of  the  worker  (or 
similar  workers)  was  actually  reviewed.   This  limitation  is 
important  to  eliminate  the  ironic  "lottery"  aspect  of  the 
current  rule,  under  which  a  taxpayer  can  obtain  blanket 
acceptance  of  its  worker  classifications  by  the  fortuitous 
occurrence  of  an  IRS  audit  in  which  the  examining  agent  did 
not  review,  or  even  consider,  the  taxpayer's  treatment  of 
its  workers.   Moreover,  to  reflect  the  repeal  of  the 
prohibition  of  IRS  guidance  on  worker  classification  issues, 
the  Act  also  provides  that  if  the  IRS  issues  general 
classification  guidance  (such  as  a  revenue  ruling  under  the 
common  law  control  test  or  the  revised  regulatory 
definition)  after  the  relied  upon  audit,  then,  as  to  the 
workers  covered  by  that  guidance,  the  firm  would  no  longer 
be  permitted  to  rely  on  that  prior  audit  for  periods 
following  the  issuance  of  such  guidance. 

■Taxpayers  could  continue  to  rely  on  the  existing 
"industry  practice"  safe  harbor  until  a  regulatory 
definition  of  employee  is  issued  (or  guidance  is  issued  by 
the  IRS  under  the  common  law  control  test  addressing  workers 
in  that  industry) .   However,  we  expect  the  regulations 
generally  to  be  consistent  with  existing  industry  practices 
that  are  based  on  reasonable  applications  of  the  existing 
common  law  control  test. 

The  codification  of,  and  modifications  to,  section  530  will 
be  effective  for  periods  after  1995,  except  that  the  IRS  will  be 
able  to  issue  guidance  of  general  applicability  regarding  worker 
classification  issues  under  the  existing  common  law  standard  any 
time  after  enactment  of  the  Act.   Thus,  for  example,  if  a 
taxpayer  were  protected  from  reclassification  of  a  worker  under 
current  section  530,  but  would  not  be  protected  under  the 
modified  rules,  any  reclassification  of  that  worker  could  apply 
no  earlier  than  the  first  open  period  beginning  after  1995.   If 
the  IRS  issued  a  revenue  ruling  addressing  the  status  of  a  type 
of  worker  under  the  existing  common  law  standard  in  1995,  that 
ruling  could  not  be  applied  for  any  period  prior  to  the  date  of 
enactment  of  the  Act. 

INCREABED  REPORTING  PENALTIES  FOR  SERVICE  PAYMENTS 

The  Act  generally  limits  the  aggregate  amount  a  firm  must 
pay  towards  its  employees'  health  insurance  premiums  to  a 
percentage  of  the  firm's  total  payroll,  with  that  percentage 
varying  based  on  the  number  of  employees  and  their  average  wages. 
For  purposes  of  this  computation,  the  Act  treats  a  self-employed 
individual  as  his  or  her  own  employee  and  treats  his  or  her 
earnings  as  wages.  In  general,  the  individual's  income  tax  return 
will  provide  the  earnings  information.   It  is,  therefore, 
essential  that  a  worker  who  performs  services  as  an  independent 
contractor  (correctly  classified  or  not)  properly  report  all  of 
his  or  her  service-based  income  for  tax  purposes  in  order  to 
apply  the  premium  discounts  to  such  workers  accurately. 

Under  current  law,  service-recipients  are  required  to  file 
an  information  return  —  a  Form  1099  —  that  reports  payments 
made  to  any  individual  independent  contractor  that  exceed  $600 
during  a  calendar  year.   This  information-reporting  system  is  one 
of  the  most  effective  tools  for  enforcing  complete  reporting  of 
income  by  independent  contractors,  because  taxpayers  are 
demonstrably  more  likely  to  report  a  payment  on  their  income  tax 
return  if  they  know  the  payment  already  has  been  reported  to  the 
IRS  by  the  payor. 
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The  penalty  on  the  service-recipient  for  failure  to  file  the 
information  return,  however,  is  only  $50  (unless  the  failure  is 
due  to  intentional  disregard  of  the  reporting  requirement,  as 
discussed  below) .   We  believe  this  relatively  minor  penalty,  last 
increased  in  1982,  contributes  to  the  problem  that  exists  of 
substantial  noncompliance  with  these  reporting  requirements. 
Many  experts  in  this  area  have  proposed  in  recent  years 
substantially  increasing  this  penalty.   With  the  additional 
reliance  the  health  care  system  will  place  on  proper  reporting  of 
service-based  income,  we  believe  that  the  penalty  must  be 
increased  in  order  to  ensure  that  the  health  care  premium 
discount  rules  will  not  be  abused. 

The  Act  increases  the  penalty  for  failure  to  report  payments 
for  services  performed  by  non-employees  to  the  greater  of  $50 
(the  current  penalty)  and  5  percent  of  the  amount  not  properly 
reported.   Increasing  the  penalty  in  proportion  to  the  amount  of 
the  unreported  payment  balances  the  need  to  have  a  stronger 
incentive  to  comply  with  the  reporting  rules  with  the  concern 
that  the  penalty  not  be  unduly  harsh. 

Under  current  law,  the  $50-per-failure  penalty  is  reduced  or 
waived  under  certain  circumstances  and,  unless  the  failure  is  due 
to  intentional  disregard,  is  subject  to  aggregate  annual  limits. 
For  excimple,  the  maximum  aggregate  annual  limit  is  $250,000.   If 
the  taxpayer  files  the  correct  returns  after  the  prescribed  due 
date  but  on  or  before  August  1,  the  per-failure  penalty  is 
reduced  to  $30  and  the  aggregate  annual  limit  is  reduced  to 
$150,000.   If  the  taxpayer  files  the  correct  returns  late  but 
within  30  days  after  the  prescribed  filing  date,  the  per-failure 
penalty  is  reduced  to  $15  and  the  aggregate  annual  limit  is 
reduced  to  $75,000.  These  aggregate  annual  limits  are  reduced 
further  for  certain  small  businesses.   In  addition,  if  the 
taxpayer  timely  filed  all  returns  but  was  required  to  file 
corrected  returns  for  a  de  minimis  number  of  those  returns,  and 
the  corrected  returns  were  filed  before  August  1,  the  penalty 
with  respect  to  those  incorrectly  filed  returns  would  be  waived. 
Finally,  the  penalty  would  also  be  waived  if  the  taxpayer 
demonstrated  that  the  failure  to  file  the  returns  was  due  to 
"reasonable  cause." 

To  ensure  that  the  new  5  percent  penalty  will  not  be  imposed 
in  instances  of  minor  or  extremely  infrequent  failures  to  file, 
these  provisions  of  current  law  will  continue  to  apply.   Thus, 
for  example,  if  a  taxpayer  discovered  in  June  that  it 
inadvertently  failed  to  file  a  few  returns  or  made  errors  in 
returns  that  were  timely  filed,  and  those  failures  or  errors  were 
corrected  prior  to  August,  the  penalty  would  be  no  more  than  $30 
per  return,  and  may  be  waived  entirely  if,  for  example,  fewer 
than  10  returns  were  corrected  in  this  manner. 

In  addition,  the  aggregate  annual  limits  under  current  law 
will  be  retained  to  ensure  that,  even  if  a  firm  has  substantial 
noncompliance,  the  aggregate  penalty  will  not  exceed  certain 
amounts.   We  felt  that  retention  of  the  existing  caps  was  not 
likely  to  dampen  the  incentive  effect  of  the  increased  penalty. 

The  Act  adds  one  final  limitation  on  the  new  increased 
penalty  to  ensure  that  the  increase  will  not  be  imposed  on  those 
firms  that  have  very  substantially  complied  with  the  reporting 
requirements,  indicating  that  the  failure  is  likely  due  to 
inadvertence  or  administrative  error  in  a  firm  that  has  made  a 
serious  attempt  to  fully  comply  with  the  rules.   Specifically, 
the  new  limitation  provides  that  the  penalty  will  be  limited  to 
$50  per  failure,  as  under  current  law,  if  the  taxpayer  properly 
reported  at  least  97  percent  of  all  such  amounts  required  to  be 
reported  for  that  period. 

As  under  current  law,  the  penalty  is  increased  to  the 
greater  of  $100  and  10  percent  of  the  unreported  (or  incorrectly 
reported)  payment,  and  the  annual  dollar  limitations  described 
above  are  waived,  if  the  failure  to  report  is  due  to  intentional 
disregard.   This  increase,  which  is  double  the  $50  or  5  percent 
penalty  under  the  Act,  was  thought  to  be  sufficient  penalty  for 
those  who  choose  simply  to  ignore  these  rules. 
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The  Act  does  not  change  the  penalty  for  failure  to  provide  a 
copy  of  the  information  return  to  the  payee,  which  currently  is 
also  $50  per  failure  ($100  or  10  percent  of  the  amount  if  due  to 
intentional  disregard) .   Since  in  most  instances  a  firm  that  does 
not  file  the  information  return  with  the  IRS  is  not  likely  to 
provide  a  copy  of  that  return  to  the  payee,  increasing  this 
penalty  as  well  would  be  equivalent  to  doubling  the  penalty, 
which  we  believe  would  be  excessive.   Instead,  we  believe  that, 
in  virtually  all  cases,  a  firm  that  files  the  information  return 
with  the  IRS  will  also  provide  a  copy  to  the  payee  as  a  matter  of 
course.   Accordingly,  we  believe  it  is  appropriate  to  focus  the 
increased  penalty  on  the  requirement  to  file  the  return  with  the 
IRS. 

This  increase  in  the  reporting  penalty  has  been  crafted  to 
give  a  stronger  incentive  to  firms  to  report  payments  made  to 
non-employees  for  services  rendered,  but  with  ample  protection  to 
ensure  that  firms  that  generally  comply  with  the  rules  will  not 
be  subject  to  disproportionately  high  penalties  for  relatively 
minor  or  few  failures.   In  this  way,  we  can  protect  the  health 
care  system  from  abuse  without  substantial  risk  of  excessive 
penalties  in  any  particular  situation. 

CHANGES  TO  EMPLOYMENT  TAX  ROLES  RELATING  TO  S  CORPORATIONS  AND 
LIMITED  PARTNERS 

As  another  anti-abuse  measure,  we  have  proposed  to  revise 
certain  employment  tax  provisions  relating  to  S  corporation 
shareholders  and  limited  partners.  Under  current  law,  S 
corporation  shareholders  are  subject  to  employment  tax  under  the 
Federal  Insurance  Contributions  Act  ("FICA")  and  the  Federal 
Unemployment  Tax  Act  ("FUTA") ,  but  only  to  the  extent  the  S 
corporation  characterizes  payments  to  the  shareholder-employee  as 
wages.   In  contrast,  general  partners  and  sole  proprietors  are 
subject  to  employment  tax  on  all  of  their  "net  earnings  from 
self-employment"  under  the  Self  Employment  Contributions  Act  of 
1954  ("SECA") ,  with  certain  exceptions.   Limited  partners  pay 
SECA  tax  only  on  guaranteed  payments  made  to  them  in  exchange  for 
services. 

As  noted  above,  the  Act  would  require  that  every  employer 
pay  a  share  of  its  employees'  health  insurance  premiums,  subject 
to  discounts  based  on  the  firm's  payroll  and  number  of  employees. 
We  believe  that,  to  minimize  the  administrative  and  compliance 
burdens  on  firms  and  to  avoid  the  creation  of  an  additional 
unfamiliar  set  of  rules,  the  computation  of  "wages"  paid  to  the 
firm's  employees,  for  purposes  of  determining  the  firm's  payroll- 
based  premium  discounts,  should  rely  generally  on  the  existing 
employment  tax  rules  which  all  firms  already  must  apply.   (This 
is  consistent  with  the  approach  we  have  taken  with  the  definition 
of  "employee,"  as  discussed  above.)   For  this  purpose,  the  "net 
earnings  from  self-employment"  of  owner-employees  should  also  be 
treated  as  "wages." 

The  existing  tax  rules,  however,  are  subject  to  manipulation 
and  would  allow  firms  to  exploit  the  payroll-based  premium 
discount  rules  improperly.   For  example,  by  treating  compensation 
for  services  as  non-wage  distributions,  an  S  corporation  and  its 
shareholders  could  attempt  to  reduce  the  firm's  payroll,  thereby 
allowing  the  S  corporation  to  obtain  greater  premium  discounts. 
Limited  partners  who  materially  participate  in  a  partnership 
could  similarly  disguise  compensation  for  services  as  non-wage 
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distributions.  The  rules  for  similarly  situated  general  partners 
and  sole  proprietors  do  not  permit  wages  to  be  disguised  in  this 
manner . 

To  provide  one  consistent  set  of  rules  for  health  care  and 
employment  tax  purposes  for  all  firms,  we  have  proposed  generally 
to  follow  the  existing  employment  tax  rules  in  determining 
"wages"  for  health  care  purposes.   However,  to  avoid  abuse  of 
those  rules  in  determining  eligibility  for  health  care  premium 
discounts,  we  have  proposed  to  modify  the  rules  for  both  health 
care  and  employment  tax  purposes. 

Under  the  Act,  any  individual  who  owns  more  than  two  percent 
of  the  stock  of  an  S  corporation  that  has  a  service-related 
business  and  who  materially  participates  in  the  business 
conducted  by  the  S  corporation  would  be  treated  as  having  "net 
earnings  from  self-employment"  equal  to  his  or  her  distributive 
share  of  the  S  corporation's  income  from  the  service-related 
business.   Existing  exceptions  to  this  treatment  for  partnerships 
would  also  generally  apply  for  S  corporations  to  the  extent  they 
are  appropriate.   Payments  to  shareholders  that  are  designated  as 
wages  would  continue  to  be  subject  to  PICA  and  FUTA.   In  this 
manner,  all  service-related  earnings  of  two-percent  S  corporation 
shareholders  who  materially  participate  in  the  corporation's 
business  would  be  treated  as  "wages"  for  purposes  of  determining 
the  corporation's  eligibility  for  premium  discounts,  regardless 
of  when  and  in  what  manner  the  earnings  are  paid  to  the 
shareholders  (i.e.,  as  wage  payments  or  shareholder 
distributions)  . 

The  definition  of  service-related  business  we  adopted  is 
based  on  the  small  business  capital  gain  exclusion  provision  in 
the  Omnibus  Budget  Reconciliation  Act  of  1993.   We  believe  this 
provides  a  reasonably  administrable  rule. 

Material  participation  is  a  term  already  used  in  the  SECA 
tax  provisions  as  well  as  elsewhere  in  the  Code.   Treasury 
regulations  under  these  provisions  provide  further  guidance  to 
determine  when  a  taxpayer's  involvement  constitutes  material 
participation.   These  rules  will  provide  a  foundation  on  which  to 
base  the  proposed  material  participation  standard  for  determining 
health  care  wages. 

To  address  the  same  concern  in  the  context  of  limited 
partnerships,  we  would  treat  any  individual  limited  partner  who 
materially  participates  in  the  partnership's  activities  as  having 
"net  earnings  from  self-employment"  equal  to  his  or  her 
distributive  share  of  partnership  incpme.   In  this  manner,  the 
individual  limited  partners'  earnings  from  the  partnership  would 
be  treated  as  "wages"  for  purposes  of  determining  the 
partnership's  eligibility  for  premium  discounts. 

TAX-EXEMPT  BONDS  FOR  HEALTH  CARE-RELATED  EMTITIES 

Under  current  law.  State  and  local  governments  generally  may 
issue  tax-exempt  bonds  to  finance  their  activities.   In  large 
part,  the  tax  law  is  designed  to  limit  the  ability  of  State  and 
local  governments  to  issue  tax-exempt  bonds  to  financings  for 
traditional  governmental  purposes.   For  example,  the  interest  on 
private  activity  bonds  is  not  tax-exempt.   Private  activity  bonds 
include  bonds  issued  as  part  of  an  issue  if:  (1)  more  than  10 
percent  of  the  proceeds  are  to  be  used  for  any  private  business 
use  (the  "private  business  use  test"),  and  (2)  the  principal  of, 
or  interest  on,  more  than  10  percent  of  the  issue  is  secured  by 
property  used  in  a  private  business  use  (or  payments  in  respect 
of  such  property)  or  to  be  derived  from  payments  in  respect  of 
property  used  for  a  private  business  use  (the  "private  payment 
test") . 
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Health  care  alliances  and  State  guaranty  funds  will  perform 
functions  that  have  traditionally  been  performed  by  the  private 
sector.   Each  of  the  alliances  will  be  organized  for  the  benefit 
of,  and  will  be  financially  supported  by,  the  individual  members 
of  that  alliance.   Similarly,  each  State  guaranty  fund  will  be 
operated  for  the  benefit  of  those  covered  by  the  fund.   For  these 
reasons,  the  bill  provides  that  the  use  of  bond  proceeds  by  a 
health  care  alliance  or  State  guaranty  fund  is  private  business 
use  so  that  issues  to  finance  the  activities  of  these  entities 
generally  will  be  private  activity  bonds  the  interest  on  which  is 
not  tax-exempt  (unless  the  private  payment  test  is  not 
satisfied) .   It  is  inappropriate  to  use  the  less  efficient 
federal  subsidy  provided  with  tax-exempt  bonds  for  the 
individuals  who  benefit  from  the  alliances  and  guaranty  funds. 
Where  appropriate,  the  bill  provides  more  efficient,  direct 
subsidies  to  individuals  in  need  of  federal  assistance  in 
obtaining  health  insurance.   Further,  allowing  alliances  and 
guaranty  funds  to  use  tax-exempt  financing  would  result  in  a 
significant  revenue  loss  to  the  federal  government  and  an 
increase  in  the  interest  rates  that  State  and  local  governments 
are  required  to  pay  to  finance  their  traditional  activities. 


TAX  INCEKTIVE8  TO  PROVIDERS  IN  PNDERSERVED  AREAS 

Since  the  early  1970s,  the  problems  of  shortages  of  health 
care  professionals  in  certain  geographic  areas  have  been  the 
target  of  the  National  Health  Service  Corps  ("NHSC")  program. 
Pursuant  to  that  program,  participating  health  care  professionals 
who  agree  to  practice  in  "health  professional  shortage  areas" 
("HPSAs")  may  receive  scholarships  or  amounts  that  are  used  for 
the  repayment  of  educational  loans.   There  continue  to  be 
significant  health  professional  shortages  in  a  number  of  urban 
and  rural  areas.   The  current  NHSC  program  has  not  been 
sufficient  to  eliminate  these  shortages.   Two  new  federal  tax 
incentives  are  included  in  the  Act  to  encourage  health  care 
professionals  to  locate  in  underserved  areas  and  thereby  help  to 
alleviate  these  shortages:   (i)  a  nonrefundable  credit  for 
certain  primary  health  services  providers;  and  (ii)  increased 
expensing  under  section  179  of  the  Code  for  certain  medical 
equipment. 

Nonrefundable  Credit  for  Certain  Health  Care  Providers. 

This  proposal  would  provide  a  $1,000  per  month  tax  credit  for 
certain  physicians  (and  a  $500  per  month  credit  for  certain 
physician  assistants,  nurse  practitioners,  and  certified  nurse- 
midwives)  who  work  in  HPSAs.   To  be  eligible  for  the  credit,  an 
individual  must  first  apply  for  certification,  and  be  certified, 
by  the  United  States  Public  Health  Service  of  the  Department  of 
Health  and  Human  Services  (in  a  manner  similar  to  that  currently 
in  effect  under  the  existing  NHSC  program) .   To  be  certified  for 
a  particular  HPSA,  the  individual  must  establish  that  he  or  she 
is  a  physician,  physician  assistant,  nurse  practitioner,  or 
certified  nurse-midwife  and  is  commencing  the  providing  of 
primary  health  services  in  that  HPSA.'  In  addition,  the 
individual  must  not  have  received  any  scholarship  or  loan 
repayments  under  NHSC  programs  and  must  provide  primary  health 
services  in  the  HPSA  on  a  full-time  basis  during  each  month  for 
which  the  credit  is  claimed.' 


'  For  this  purpose,  primary  health  services  are  defined 

under  the  Public  Health  Service  Act  as  health  services  regarding 
family  medicine,  internal  medicine,  pediatrics,  obstetrics  and 
gynecology,  dentistry,  or  mental  health  that  are  provided  by 
physicians  or  other  health  professionals. 

'    A  health  care  professional  is  treated  as  providing 
services  in  a  HPSA  even  if  the  area's  designation  as  a  HPSA  is 
revoked,  as  long  as  the  area  was  designated  as  a  HPSA  when  the 
professional  commenced  providing  services  in  the  area. 
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The  maximum  number  of  months  for  which  an  individual  is 
eligible  for  the  credit  is  the  60  months  of  a  "mandatory  service 
period."  Previously  claimed  credits  would  be  subject  to  complete 
recapture  if  less  than  24  months  of  the  full  mandatory  service 
period  is  completed.   Credits  claimed  in  prior  taxable  years 
would  be  subject  to  partial  recapture  (and  no  credit  could  be 
claimed  in  the  current  taxable  year)  if  more  than  24  months,  but 
less  than  60  months,  of  the  entire  mandatory  service  period  is 
completed. 

In  order  to  contain  the  cost  of  this  incentive,  the  credit 
is  not  available  to  health  care  professionals  who,  prior  to  the 
January  1,  1995  effective  date,  commence  providing  primary  health 
services  in  the  HPSA  in  which  they  continue  to  work  after 
December  31,  1994.   In  addition,  an  individual  is  only  eligible 
to  be  certified  once  for  the  credit.   To  ensure  that  this 
necessary  limitation  does  not  cause  any  inappropriate  or 
undesirable  behavior  aimed  at  evading  the  rule,  the  certification 
process  administered  by  the  Public  Health  Service  will  need  to  be 
carefully  designed. 

Increased  Expensing  for  Medical  Equipment.   The  Act  also 
allows  an  additional  $10,000  of  expensing  under  section  179  for 
certain  medical  equipment  owned  and  used  by  a  physician  in  a  HPSA 
in  the  active  conduct  of  the  physician's  full-time  trade  or 
business  of  providing  primary  health  services  in  the  HPSA.' 
Since  the  Omnibus  Budget  Reconciliation  Act  of  X993  increased  the 
general  section  179  annual  limit  from  $10,000  to  $17,500,  the 
combined  limit  for  eligible  physicians  is  increased  to  $27,500 
(effective  for  property  placed  in  service  after  December  31, 
1994) .   This  expanded  level  of  expensing  applies  to  equipment 
used  in  the  screening,  monitoring,  observation,  diagnosis,  or 
treatment  of  patients  in  a  laboratory,  medical,  or  hospital 
environment.   Substantially  all  of  the  use  of  the  equipment  must 
be  in  the  HPSA  to  be  eligible  for  expensing  under  this  provision. 

Mr.  Chairman,  this  concludes  my  prepared  testimony.  I  will 
be  pleased  to  answer  any  questions  that  you  or  the  other  Members 
may  wish  to  ask. 


'    In  contrast  to  the  nonrefundable  credit,  a  physician 
does  not  need  to  be  certified  by  the  Public  Health  Service  to  be 
eligible  for  this  incentive. 
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Chairman  Rangel.  Thank  you.  Thank  you,  Mr.  Secretary.  Your 
testimony  raises  many  questions  that  the  committee  will  need  an- 
swers for  because  you  covered  so  many  different  areas  of  the  health 
bill.  So  I  hope  now  at  the  outset  that  you  would  agree  to  accept 
questions  from  the  members  because  we  certainly  won't  have 
enough  time  today  to  cover  all  of  the  areas  even  that  I  am  inter- 
ested in. 

But  when  it  comes  to  the  independent  contractors,  I  understand 
it  that  you  don't  intend  to  change  existing  code  as  to  the  common- 
law  explanation,  but  you  are  saying  that  where  you  see  areas  of 
possible  abuse,  that  the  Secretary  of  the  Treasury  will  have  the 
right  to  establish  on  their  own  as  to  what  is  an  independent  con- 
tractor and  employee.  Is  that  correct? 

Mr.  Samuels.  Mr.  Chairman,  the  proposal  provides  that  the  Sec- 
retary of  the  Treasury  can  promulgate  regulations  on  a  prospective 
basis  and,  as  I  mentioned  in  my  oral  statement,  those  regulations 
will  not  change  existing  statutory  provisions,  so  the  regulations 
will  not  cover  the  existing  statutory  provisions  such  as  real  estate 
agents  or  direct  sellers. 

And  in  addition,  the  statutory  provision  provides  that  the  regula- 
tions will  give  significant  weight  to  the  existing  common-law  rules. 
So  we  think  that  we  will  be  writing  regulations  to  provide  addi- 
tional clarity  on  the  fringes  where  there  is  now  uncertainty,  which 
creates  problems  for  taxpayers  and  the  government. 

Chairman  Rangel.  And  you  think  the  best  way  to  handle  this  is 
through  the  executive  branch,  rather  than  through  legislation? 

Mr.  Samuels.  Mr.  Chairman,  we  view  this  as  an  opportunity  to 
write  regulations  within  certain  parameters,  and  as  I  also  men- 
tioned in  my  testimony,  we  would  expect  that  the  legislative  his- 
tory would  give  us  some  guidance  as  to  how  we  would  write  the 
regulations.  We  considered  the  possibility  of  writing  statutory  lan- 
guage. Our  view  is  that  statutory  language  that  we  would  view  as 
one-size-fits-all  is  not  appropriate  in  this  area,  that  there  are  new 
industries  that  arise. 

You  have  to  have  flexibility  to  deal  with  these  problems.  So  that 
is  why  we  are  proposing 

Chairman  Rangel.  I  certainly  would  not  want  to  restrict  you, 
but  we  have  legislation  before  us.  We  have  hearings,  and  so  it 
would  seem  to  me  that  changing  the  status  affects  more  than  just 
health  care.  It  could  have  a  relationship  to  income  tax,  pensions, 
unemployment,  workers  compensation. 

I  mean,  could  you  just  change  the  status  for  purposes  of  the 
health  bill  without  having  any  impact  on  the  definition  at  all  in 
other  areas?  Is  that  what  you  are  saying? 

Mr.  Samuels.  Mr.  Chairman,  we  recognize  that  regulations  will 
apply  for  both  employment  tax  purposes  and  health  care  purposes. 
And  it  is  exactly  for  that  reason  that  we  have  adopted  what  we 
view  as  a  relatively  modest  approach,  because  we  don't  want  to 
cause  a  disruption  to  people.  So  we  don't — as  I  have  said,  we  don't 
believe  that  our  regulations  will  affect  the  vast  majority  of  relation- 
ships between  employers  and  their  workers.  We  are  trying  to  pre- 
vent people  from  gaming  the  system. 

Chairman  Rangel.  OK  But  work  very  closely  with  the  commit- 
tee, because  it  could  appear  at  first  glance  that  you  really  are  writ- 
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ing  law  that  is  going  to  have  impact  on  people  that  we  will  not 
have  the  slightest  idea  as  to  whether  or  not  the  decisions  that  you 
are  making  are  sound  tax  policy  supported  by  the  committee  and 
the  Congress. 

So  please — there  must  be  some  way  before  you  have  these  regu- 
lations that  we  can  be  involved  in  it  without  holding  up  the  proc- 
ess. 

My  last  question — well,  not  my  last,  but  in  view  of  the  fact  that 
there  are  so  many  questions,  concerns  how  you  treat  an  independ- 
ent contractor  under  existing  law.  For  example,  as  it  applies  to  di- 
rect selling  where  we  don't  have  any  problem.  You  are  not  going 
to  change  it.  They  are  independent  contractors,  and  assuming  that 
they  have  other  jobs,  their  wives  have  coverage,  is  there  any  possi- 
bility that  under  the  old  definition  and  considering  the  fact  that 
they  are  employers  of  themselves  that  they  could  be  burdened  with 
an  additional  premium  liability  that  they  have  now  when  they  are 
independent? 

Say  a  part-time  person  is  covered  with  a  full-time  job.  Do  they 
have  to  make  a  contribution? 

Mr.  Samuels.  Let  me  just  respond  by  saying  that  we — that  there 
are  in  the  Health  Security  Act  proposals  for  premium  discounts. 

Chairman  Rangel.  I  know  that,  but  would  you  have  to  get  a  pre- 
mium at  all  if  you  worked  full  time  and  you  were  covered  with  a 
policy,  but  you  also  were  an  independent  contractor  for  purposes  of 
a  part-time  job. 

Would  you  have  to 

Mr.  Samuels.  It  is  my  understanding  that  if  you  are  covered  by 
an  employer,  that  employer  is  responsible  for  your  premium  and 
you  would  not  have  an  additional  obligation  with  respect  to  your 
part-time  independent  contractor  activity.  So  it  is  not  adding  a 
burden 

Chairman  Rangel.  Suppose  you  are  covered  under  your  spouse's 
full-time  job  and  you  are  an  independent  contractor.  Would  you 
then  have  to  pay  your  own  premium? 

Mr.  Samuels.  A  self-employed  person  would  be  responsible  for 
his  or  her  premium  if  a  spouse — even  though  a  spouse  is  working. 
I  think  that  is  a  fundamental  part  of  the  reform  is  that  if  you  have 
two  workers  in  a  couple,  they  are  each  responsible.  Of  course  the 
premium  that  they  will  pay  will  be  reduced  as  compared 

Chairman  Rangel.  Well,  suppose  there  was  one  single  wage 
earner  taking  care  of  the  family  and  the  other  one  just  wanted  to 
go  out  part  time  and  do  something,  to  buy  some  item  in  the  house 
as  ofttime  happens  with  these  direct  sellers.  They  have  a  limited 
goal.  Is  there  a  de  minimis,  is  there  a  cutoff  period  where  you  can 
say,  you  are  really  a  small  time  independent  contractor  and  so  you 
don't  need  health  insurance?  Is  there  a  cutoff  point? 

I  mean,  if  you  make  $1,000  or  $2,000,  do  you  have  to  get  in- 
volved with  your  own  premium  when  really  you  have  been  depend- 
ent on  your  working  spouse? 

Mr.  Samuels.  The  premium  discount  is  based  on  the  self-employ- 
ment income,  and  I 

Chairman  Rangel.  Suppose  the  income  is  $2,500 

Mr.  Samuels.  And  there  is  a  $1,000  disregard. 
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Chairman  Rangel.  So  suppose  then  you  pay  for  insurance  for 
$1,500  of  income — I  mean.  If  you  and  I  know  that  technically  they 
are  an  independent  contractor,  but  they  are  just  going  out  for  a  re- 
frigerator, a  new  car,  then  after  that,  they  are  out  of  business, 
would  you  not  discourage  people 

Mr.  Samuels.  I  will  tell  you  that  we  would  be  happy  to  work 
with  the  committee  on  this  issue.  Right  now,  I  think  there  is  a 
$1,000  disregard  for  self-employed  persons. 

Chairman  Rangel.  OK.  Well,  I  guess  one  of  the  things,  in  poorer 
communities,  people  have  to  have  more  than  one  job  and  a  lot  of 
people  go  out  for  just  single  shot  things  once  in  the  year,  and  if  you 
can  find  some  way  as  you  create  your  own  rules  to  say  that  this 
is  not  the  person  that  you  are  talking  about  that  is  abusing  the 
system,  it  would  help  before  we  get  involved. 

Mr.  Samuels.  Mr.  Chairman,  if  I  might  also  just  add,  there  is 
a  3.5  percent  cap  on  the  premium — ^for  the  self-employed  person 
who  is  making  that  very  small  amount  of  income.  So  we  have  lim- 
its for  low  income  people. 

Chairman  Rangel.  I  know.  It  is  a  catch-22.  They  are  independ- 
ent contractors  because  they  fall  into  that  category.  But,  you  and 
I  know  that  they  are  not  independent  and  they  are  not  employees. 
I  mean,  they  are  just  going  out — they  are  independent  for  the  pur- 
pose of  what  they  are  doing.  They  don't  work  for  anybody,  but  still 
they  are  not  businesspeople. 

They  just  are  going  out  for  the  Christmas  holidays  and  the  ques- 
tion is:  If  they  work  1  month,  should  they  be  charged  with  having 
to  get  their  own  health  insurance  policy.  I  don't  need  an  answer 
now,  but  it  is  a  problem  that  is  kicking  around  your  shop  and 
someone  is  working  on  it,  I  know. 

Mr.  Hancock. 

Mr.  Hancock.  I  would  like  to  just  throw  this  out.  You  know,  it 
bothers  me  that  we  keep  talking  about  the  3.5  percent  cap  because 
we  talked  about  a  3  percent  cap  back  in  1936  on  Social  Security. 
We  keep  talking  about  a  cap. 

This  is  a  starting  place,  because,  let's  face  it,  it  is  not  capped. 
That  is  the  starting  place,  and  it  is  going  to  go  up  from  there  on 
once  we  get  this  thing  into  effect,  regardless  of  how  we  go  about 
it,  based  off  an  empirical  study  of  everything  that  government  has 
ever  done.  So  let's  talk  about  this  as  the  starting  point  rather  than 
the  cap  on  it. 

One  of  the  things  that  I  would  like  to  ask  about  is  the  worker 
classification  proposal.  The  Internal  Revenue  has  been  trying  to 
come  up  with  a  definition  of  what  an  employee  is  for  a  long  time. 
I  am  a  small  businessman.  I  have  been  involved  in  various  areas 
of  it,  and  it  seems  to  me  like  that  is  what  we  are  attempting  to 
do  again,  to  come  up  with  a  definition.  They  are  asking  the  busi- 
ness community  to  trust  the  IRS  on  coming  up  with  these  defini- 
tions. Do  you  really  think  that  the  businesspeople  out  there  are 
going  to  feel  comfortable  about  that? 

Mr.  Samuels.  Well,  we  have  tried  to  address  those  concerns  in 
the  following  ways:  First,  we  are  not  going  to  change  any  of  the 
statutory  definitions  that  now  apply,  for  example,  to  real  estate 
agents  and  direct  sellers. 
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Second,  we  have  put  in  the  statute  a  rule  that  the  regulations 
must  give  substantial  weight  to  the  common  law  so  that  we  have 
a  basic  framework  in  which  we  are  going  to  draft  regulations. 

Third,  we  will  be  looking  to  the  legislative  history  which  will  give 
us  guidance,  and  I  think  finally,  the  regulations  will  be  only  pro- 
spective. They  will  not  take  effect  immediately  on  promulgation. 
They  take  effect  6  months  thereafter,  and  the  Secretary  will  pro- 
vide a  report  to  Congress. 

So  we  have  tried  to  put  in  some  checks  and  balances  along  the 
way  to  make  sure  that  everyone's  views  are  heard,  and  we  have 
been  having  and  we  will  continue  to  have  discussions  with  the  in- 
terested groups  to  hear  their  views.  Over  the  last  couple  of  months 
we  have  met  with  about  20  groups  to  discuss  this  issue  and  we  will 
continue  to  have  those  conversations,  so  we  are  trying  to  address 
concerns  that  we  have  heard  in  this  way  and  we  hope  that  we  do. 

Mr.  Hancock.  Haven't  we  made  a  lot  of  progress  along  this  area, 
other  than  with  health  care?  For  instance,  on  the  independent  con- 
tractor question,  the  fact  that  a  small  business  now,  if  it  pays 
somebody  $500  to  paint  the  office  must  send  him  a  1099  unless  he 
is  incorporated — and  you  have  to  file  a  Social  Security — ^you  have 
to  have  his  Social  Security  number  and  what  have  you. 

Haven't  we  solved  a  lot  of  that  problem  on  the  independent  con- 
tractor as  far  as  the  government  being  able  to  make  sure  that  it 
gets  taxes  on  that?  I  am  assuming  that  these  people  who  get  their 
1099s  have  to  pay  self-employment  tax  on  it.  Is  the  only  reason 
that  we  are  getting  into  this  because  of  this  health  care  program, 
determining  who  is  going  to  pay  health  care  and  when?  Is  that  why 
we  are  doing  this? 

Mr.  Samuels.  What  we  are  trying  to  do  is  give  some  clarity 
where  now  there  is  uncertainty,  and  we  are  trying  to  prevent  peo- 
ple fi-om  gaming  the  system.  So  we  wouldn't  expect  that  there 
would  be  any  changes  to  the  vast  majority  of  relationships  between 
companies  and  workers. 

Mr.  Hancock.  Well,  can  you  tell  me  or  can  you  give  me  a  rough 
idea  of  what — and  here  again,  maybe  you  can't  answer  for  Internal 
Revenue,  but  I  am  sure  you  have  talked  to  them  regularly.  Does 
there  appear  to  be  a  lot  of  abuse  in  this  area  of  the  definition  be- 
tween a  subcontractor — or  a  contracting  employee — and  an  em- 
ployee? 

Is  there  a  lot  of  abuse  that  they  are  looking  for  or  is  it  just  some- 
thing that  is  going  to  be  a  lot  more  stuff  for  some  employer  to  read 
through  when  he  gets  ready  to  put  somebody  on  the  payroll  or  de- 
cides to  hire  him  to  do  something? 

Mr.  Samuels.  The  way  we  look  at  this  problem  is  that  with 
health  care  reform,  it  is  important  that  everybody  understand  what 
their  situation  is  so  that  they  will  know  what  their  respective  obli- 
gations are,  and  our  proposal  is  addressed  on  a  prospective  basis 
to  deal  with  possible  gaming  of  the  system,  and  I  think  that  we  are 
concerned  that  if  you  don't  do  anything,  there  will  be  attempts  by 
some  to  reclassify  workers  in  a  way  to  reduce  their  financial  obliga- 
tions to  them,  and  that  is  the  purpose  of  this  exercise  from  our  per- 
spective. 

Mr.  Hancock.  I  appreciate  that,  Mr.  Samuels,  but  any  time, 
frankly,  when  I  see  the  regulators  start  talking  about  how  we  want 
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to  make  this  real  clear  and  plain  and  simple,  and  then  when  I  see 
what  happens,  that — ^you  got  a  real  problem  there.  I  will  ask  the 
question. 

How  many  pages  of  regulations  is  it  going  to  take  to  define  this 
thing  before  we  are  through?  I  mean,  vou  know,  we  have  got  a  lot 
of  pages,  just  testimony  right  here,  and  we  still  don't  know  for  sure 
where  we  are. 

Thank  you,  Mr.  Chairman. 

Chairman  Range L.  Mr.  Payne. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Chairman,  and  thank 
you,  Mr.  Samuels,  for  your  testimony. 

First,  I  want  to  thank  you  and  to  say  that  I  think  the  ideas  that 
you  express  concerning  underserved  areas,  and  I  represent  a  rural 
area  that  has  14  of  my  17  counties  that  are  now  classified  as  medi- 
cally underserved,  the  ideas  of  tax  credit  and  the  expensing  are,  I 
think,  major  steps  forward  in  terms  of  ensuring  that  we  will  have 
access  to  rural  care  and  to  primary  care  physicians  and  physician's 
assistants  and  other  medical  professionals  in  our  areas,  and  I 
would  very  much  like  to  continue  to  support  and  work  with  you  in 
any  way  that  I  can  on  achieving  that  particular  part  of  your  testi- 
mony. 

The  bulk  of  the  testimony  having  to  do  with  the  classification  of 
employees,  as  I  understand,  as  you  have  started  this  testimony, 
you  stated  that  the  reason  that  we  are  talking  about  this  today  is 
because  of  the  employer  mandate,  that  if  we  looked  at  other  ways 
of  providing  universal  access  and  universal  coverage,  whether  it 
was  the  single-payer  plan  or  whether  it  was  a  Cooper  or  a  Chafee 
or  a  Michel  plan  or  whatever,  these  issues  that  you  are  raising 
would  not  be  ones  that  we  would  be  talking  about  today;  is  that 
correct? 

Mr.  Samuels.  Mr.  Payne,  the  question,  of  course,  is  what  the  fi- 
nancing mechanism  will  be  for  a  different  plan.  If  the  financing 
mechanism  depends  in  part  on  employment  status,  for  example,  if 
there  was  a  proposal  to  finance  a  health  care  reform  system  in  part 
through  a  payroll  tax,  which  is  a  part  of  the  proposal  with  the  sin- 
gle-payer plan,  then  you  would  have  to  come  to  terms  with  who  is 
an  employee  and  who  is  an  independent  contractor,  because  that 
obviously  affects  the  amount  of  payroll  that  would  be  subject  to  a 
payroll  tax,  which  is  a  part  of  that  plan. 

So  I  think  that  as  you  go  through  the  debate  and  you  look  at  fi- 
nancing options,  any  option  that  involves  employment  status, 
where  the  tax  is  based  some  way  on  employment  status  or  an  obli- 
gation in  some  way  is  derived  from  employment  status,  you  have 
to  come  to  grips  with  this  particular  issue. 

Mr.  Payne.  But  if  it  did  not  involve  employment  status,  then  we 
would  not  be  here  talking  about  this  particular  issue. 

Mr.  Samuels.  Correct. 

Mr.  Payne.  And  myself  being  one  of  those  who  supports  a  dif- 
ferent plan,  which  is  the  Cooper  plan,  it  is  my  belief  and  my  hope, 
certainly,  that  this  panel  will  look  at  ways  other  than  employer 
mandates  to  finance  a  health  care  system. 

But  having  said  that,  let  me  go  back  to  something  the  Chairman 
asked  a  few  minutes  ago.  His  question  had  to  do  with  the  definition 
of  employee/employer    relationship    and    the    significance    that   it 
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might  have  in  areas  other  than  just  health  care,  and,  for  instance, 
in  income  tax,  pension  and  other  employee  benefits,  unemployment 
tax,  workers  compensation,  for  instance. 

And  you  responded  that  there  would  be  a  relatively  small  portion 
of  the  population  that  might  be  affected,  but  that  portion  that 
would  be  affected,  is  it  not  correct  that  not  only  would  they  be  af- 
fected as  it  relates  to  health  care  premiums,  but  may  well  be  af- 
fected as  it  relates  to  other  parts  of  the  Tax  Code? 

Mr.  Samuels.  That  is  correct.  My  answer  is  derived  from  our  ap- 
proach that  we  should  have  only  one  system  for  determining  a 
worker's  status.  We  think  that  it  would  be  inadvisable  to  add  an- 
other layer  of  rules  on  to  business  and  the  workers  in  trying  to  de- 
termine what  their  status  is.  So  we  don't  think  there  should  be  one 
rule  for  employment  tax  purposes  and  another  rule  for  health  care 
purposes,  that  that  would  cause  a  great  confusion. 

Mr.  Payne.  So  that  the  intent  is  not  merely  then  to  look,  as  you 
have  just  stated,  at  health  care  but  to  look  at  an  omnibus  rule  that 
then  classifies  people  either  as  employees  or  as  independent  con- 
tractors, and  there  are  a  number  of  things  that  would  fall  out  of 
that  particular  determination. 

In  the  specifics  that  you  mentioned,  for  instance,  the  subchapter 
S  and  the  notion  that  someone  who  participated  to  an  extent  great- 
er than  2  percent  would  be  deemed  in  a  particular  kind  of  sub- 
chapter S  corporation,  I  think  you  said  a  service  corporation,  would 
be  deemed  then  to  receive  those  wages  as  an  employee  and,  con- 
sequently, would  fall  under  all  the  tax  provisions. 

It  seems  to  me  that  if  we  are  to  consider  that  and  some  of  the 
specifics  that  you  have  talked  about  relative  to  limited  partner- 
ships and  others,  this  is  a  very  far-reaching  change  in  terms  of  the 
way  that  individuals  will  be  treated,  and  certainly  something  that 
will  deserve  a  great  deal  of  attention  before  any  such  authority  is 
given  either  to  the  Secretary  or  the  Treasury  or  before  any  such 
law  might  be  written. 

Would  you  just  comment  on  how  you  would  see  the  procedure  as 
it  moves  from  here  forward? 

Mr.  Samuels.  Mr.  Payne,  let  me  just  mention  on  the  S  corpora- 
tion proposal,  we  developed  that  proposal  as  narrowly  as  possible 
to  deal  with  potential  abuses  that  might  arise.  These  abuses  have 
been  pointed  out.  There  was  a  Wall  Street  Journal  article  in  the 
fall  of  last  year  which  explained  how  people  could  avoid  their  obli- 
gations by  incorporating  as  S  corporations  as  compared  to  being  a 
sole  proprietor.  So  this  is  an  issue  that  has  been  publicized  and  we 
think  that  is  one  that  one  has  to  deal  with. 

Second,  the  proposal  doesn't  just  increase  the  burden  on  all  S 
corporation  shareholders  who  might  be  affected  by  it.  There  actu- 
ally may  be  some  S  corporation  shareholders  with  losses  who  can- 
not now  use  those  losses  to  reduce  their  self-employment  taxes  who 
will  be  under  this  proposal  better  off  than  they  are  now. 

So  I  think  that  when  we  discuss  this  rule,  we  view  it  as,  one,  an 
antiabuse  rule,  and  two,  that  it  gives  some  benefit  to  people  who 
are  not  now  receiving  the  benefit.  I  think  you  asked,  "How  do  we 
go  from  here?"  I  think  from  our  perspective  and  the  President  has 
said  this,  we  are  interested  in  everyone's  comments  and  we  will 
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work  with  the  committee  through  the  process  to  hear  problems  and 
issues  and  try  to  resolve  them. 

Chairman  Rangel.  Mr.  Sundquist. 

Mr.  Sundquist.  Thank  you,  Mr.  Chairman. 

Thank  you,  Mr.  Secretary,  for  your  testimony. 

The  administration's  justification  for  the  provision  it  says  will 
prevent  employers  from  gaming  the  system,  or  as  you  just  said, 
antiabuse  legislation  concerns  me  in  that  sometimes  the 
antiabusers  become  the  abusers. 

How  do  you  respond  to  the  argument  that  the  administration 
will  be  able  to  game  the  system?  You  are  trying  to  prevent  gaming. 
How  do  you  answer  the  argument  the  administration  will  oe  able 
to  game  the  system  by  reclassifying  independent  contractors  as  em- 
ployees and  forcing  a  greater  share  of  health  care  costs  on  busi- 
nesses who  have  legitimate  reasons  to  use  independent  contrac- 
tors? 

Mr.  Samuels.  Mr.  Sundquist,  we  have  thought  about  that  ques- 
tion and  that  is  one  of  the  reasons  that  we  have  discussed  this 
issue  with  many  industry  groups  in  the  last  several  months. 

We  view  this  as  a  targeted  proposal.  We  are  not  intending  and 
we  will  not  change  the  statutory  definitions  for  real  estate  agents, 
for  example,  or  direct  sellers.  The  statutory  language  has  a  provi- 
sion that  we  must  give  substantial  weight  to  the  existing  common 
law,  and  we  expect  that  in  the  legislative  history,  we  will  have 
guidance  provided  to  us  with  respect  to  how  the  regulations  should 
be  drafted. 

So  those  factors,  plus  the  fact  that  we  are  going  to  have  the  regu- 
lar regulatory  process  and  at  the  end  of  the  day,  have  a  period  be- 
fore the  regulations  can  come  into  effect  and  a  report  to  Congress, 
we  believe  that  we  are  not  going  to  write  rules  other  than  the  type 
that  we  are  describing  today. 

Mr.  Sundquist.  Assuming  you  do  that,  what  guarantee  is  there 
that  Treasury,  in  subsequent  administrations,  will  not  game  the 
system? 

Mr.  Samuels.  I  think  that  the  guarantees  can  be  derived  from 
the  past  history,  and  that  is  when  the  administration  was  viewed 
as  being  too  aggressive  on  this  issue.  Congress  passed  section  530. 
So  I  think  that  the  lessons  of  history  will  be  a  guide  to  any  future 
tendency,  if  someone  had  that  tendency,  and  I  am  sure  that  this 
committee  would  be  carefully  monitoring  the  administration's  pro- 
posals in  this  area,  and  I  think  that  that,  of  course,  will  provide 
continued  balance  on  this  issue. 

Mr.  Sundquist.  I  am  opposed  to  this  Congress  ever  delegating 
our  legislative  authority  to  the  IRS  or  the  Treasury,  either  one. 
Would  the  Treasury  be  willing  to  postpone  discussion  of  any  legis- 
lative changes  to  employment  status  for  tax  purposes  until  Treas- 
ury has  sent  Congress  specific  proposals,  not  a  request  for  a  delega- 
tion of  authority?  I  don't  think  you  are  going  to  sell  this  to  the  Con- 
gress. I  hope  not. 

Mr.  Samuels.  The  problem  with  postponing  is  that  it  leaves  you 
with  existing  section  530  in  place,  and  I  think  that  those  who  have 
looked  at  section  530  in  its  present  form,  which  of  course  was  only 
drafted  as  a  1-year  stopgap  measure,  will  say  that  there  are  defects 
in  section  530. 


168 

For  example,  there  is  a  safe  harbor  if  you  have  been  audited  on 
any  issue  unrelated  to  employment  taxes.  That  inoculates  you  for- 
ever. So  all  you  would  have  to  do  is  play  the  audit  lottery  in  this 
particular  case  and  win.  You  wait  to  be  audited  on  an  issue  unre- 
lated to  employment  taxes,  and  then  the  safe  harbor  applies  for- 
ever and  ever,  and  that  does  not  seem  to  be,  to  us,  to  be  a  sensible 
rule.  If  you  wait  and  do  nothing,  you  are  left  with  that  rule  in 
place. 

Mr.  SUNDQUIST.  I  didn't  say  wait  and  do  nothing.  I  said  postpone 
the  discussion  until  you  come  to  us  with  specific  proposals  as  op- 
posed to  saying  to  us,  we  want  delegation  of  your  legislative  au- 
thority. 

Now 

Mr.  Samuels.  Right.  We  look  forward,  as  I  said,  to  working  with 
the  committee  in  developing  ideas  in  this  area,  and  we  are  willing 
and  would  look  forward  to  receiving  proposals  if  people  had  them 
that  would  work  for  a  broad  range  of  industries. 

Mr.  SUNDQUIST.  One  last  question.  Obviously  this  request  has 
gone  beyond  health  care.  Would  you  be  seeking  changes  in  this  if 
it  wasn't  for  the  health  care  package?  You  just  talked  about  the 
problems  with  safe  harbor. 

Mr.  Samuels.  This  is  an  issue  on  which  I  think  there  are  hear- 
ings every  year.  I  think  the  problems  are  well  known.  In  this  par- 
ticular case,  we  looked  at  this  from  the  health  care  perspective  and 
we  decided  that  because  of  health  care,  this  proposal  was  appro- 
priate. 

I  think  in  the  absence  of  health  care,  we  will  continue  to  be  in- 
volved in  the  dialog  about  what  should  be  done  in  what  is  obviously 
a  controversial  area. 

Mr.  SUNDQUIST.  So  the  answer,  as  I  interpret  your  answer — cor- 
rect me  if  I  am  wrong — ^is  that  you  have  an  interest  in  defining  em- 
ployers and  employees  and  changing  previous  law  apart  from  the 
health  care  package.  Is  that  a  fair  statement? 

Mr.  Samuels.  I  think  what  is  a  fair  statement  is  that  with  re- 
spect to  section  530,  there  are  some  problems.  The  administration 
has  testified  in  the  past  on  some  of  those  problems.  The  adminis- 
tration is  working  through  the  Compliance  2000  initiative  with  in- 
dustries that  have  particular  problems  to  try  to  resolve  those  in  the 
context  of  what  current  law  is  today.  So  we  are  dealing  with  this 
problem  in  a  variety  of  ways. 

Mr.  SUNDQUIST.  Thank  you. 

Chairman  Range L.  Mr.  McCrery. 

Mr.  McCrery.  Thank  you,  Mr.  Chairman. 

Mr.  Samuels,  the  fear  out  there  in  the  public,  of  course,  is  with 
a  lot  of  businesses  who  have  established  contractors  who  perform 
some  service  for  them.  The  fear  is  that  even  after  years  of  an  estab- 
lished pattern  of  contracts,  they  are  going  to  be  reclassified  with 
your  new  definition  as  an  employee. 

Is  there  any  assurance  you  can  give  them  other  than  just  sa3nng 
most  people  who  have  been  classified  as  contractors  are  going  to 
continue  to  be  classified  as  contractors?  Is  there  any  concrete  as- 
surance that  we  can  give  these  folks  who  have  this  established  pat- 
tern that  they  won't  be  changed? 
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Mr.  Samuels.  Let  me  make  two  comments  on  that.  First,  the 
statutory  language  requires  that  the  regulations  give  substantial 
weight  to  the  common  law.  I  think  generally  speaking,  long- 
established  relationships  for  a  category  of  workers  that  classifies 
them  as  either  employees  or  independent  contractors,  reflects  these 
20  common-law  factors.  And  so  if  you  have  a  longstanding  relation- 
ship, there  is  probably  a  good  reason  why  that  relationship  is  there 
and  why  it  has  been  accepted. 

And  since  the  statutory  language  requires  us  to  give  substantial 
weight  to  the  common  law,  I  think  that  those  people  who  are  basi- 
cally relying  on  the  common  law  now  should  be  satisfied  that  we 
are  not  going  to  do  anything  imexpected. 

Mr.  McCrery.  So  there  is  no  other  assurance  that  you  can  give 
these  folks  other  than 

Mr.  Samuels.  As  I  have  testified,  I  think  you  can  look  at  this  on 
a  case-by-case  basis.  The  rules  will  be  adopted  only  on  a  prospec- 
tive basis.  We  are  not  talking  about  any  retroactive  changes,  and 
we  would  expect  that  the  legislative  history  will  give  us  guidance 
in  particular  areas.  So  if  there  is  a  particular  industry  that  has  a 
problem  and  everybody  agrees  that  their  worker  status  is  clear  and 
the  committee  believes  that  it  is  appropriate  to  put  that  in  the  leg- 
islative history,  well  then,  we  will  take  guidance  from  the  legisla- 
tive history. 

So  we  think  that  as  we  go  through  the  process,  that  will  be  an 
important  way  of  trying  to  give  some  comfort  to  people  who  are 
worried  about  this  issue  that  you  have  raised. 

Mr.  McCrery.  Well,  my  hope  is  that  the  Congress  will  follow  the 
advice  of  Mr.  Payne  and  do  away  with  the  employer  mandates  so 
we  won't  have  to  worry  about  this  change  of  classification.  But  in 
the  event  that  doesn't  happen  and  this  employer  mandate  remains 
in  health  care  reform,  I  hope  that  you  will  make  an  effort  to  come 
up  with  some  more  concrete  language  to  give  assurances  to  these 
folks  out  there  who  are  concerned  about  having  a  change  in  classi- 
fication. Thank  you. 

Chairman  Rangel.  Mr.  Hoagland. 

Mr.  Hoagland.  Welcome  to  the  committee,  Mr.  Samuels.  It 
seems  to  me  you  always  get  the  easy  bills  to  work  on.  We  haven't 
seen  you  since  the  deficit  reduction  package. 

You  know,  with  legislation  this  complex,  there  are  inevitably 
going  to  be  many  rough  spots.  And  at  the  fear  of  sounding  another 
Johnny  One  Note  here  on  this  particular  issue,  we  are  hearing  a 
great  deal  of  concern  from  business  groups  when  it  comes  to  chang- 
ing these  relationships. 

And  I  thought  I  just  might  read  a  paragraph  to  you  to  give  you 
a  sense  of  what  we  are  hearing  from  one  of  my  business  groups. 
So  you  can  sort  of  respond  for  the  record.  Then  we  will  get  on  to 
other  things. 

Under  current  law,  long  established  guidelines  determining  the 
employment  status  of  individuals  have  been  carefully  worked  out 
through  court  decisions,  IRS  regulations  and  congressional  consid- 
eration. Based  on  these  well-accepted  principles,  businesses  and  in- 
dividuals have  developed  formal  working  relationships.  The  Presi- 
dent's health  care  bill  threatens  these  working  relationships  by 
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overturning  current  law  and  handing  the  IRS  complete  authority 
to  rewrite  the  rules. 

I  think  that  kind  of  sums  up  the  objections  we  are  hearing,  and 
I  just  wondered  if  you  might  want  to  try  and  let  us  know  from  your 
perspective  exactly  what  the  statutory  language  would  do. 

Mr.  Samuels.  As  I  have  mentioned  in  our  testimony,  I  think  that 
that  description  does  not  at  all  fit  the  proposal.  First,  we  have  said 
that  we  are  not  changing  any  of  the  statutory  definitions  which 
apply  to  a  significant  number  of  workers,  like  direct  sellers  and 
real  estate  agents. 

Second,  we  are  required  to  give  substantial  weight  to  the  com- 
mon law,  and  so  I  don't  believe  that  we  are  in  a  situation  where, 
if  you  have  relationships  well  established  based  on  the  common-law 
test,  that  we  would  consider  changing  those  relationships. 

We  are  worried  about  people  in  the  future,  and  that  is  why  these 
regulations  are  prospective,  of  changing,  altering  what  they  are 
now  doing  and  claiming  the  people  who  are  now  employees  are 
independent  contractors  to  avoid  their  obligations  under  the  health 
care  proposal. 

Mr.  HOAGLAND.  I  think  after  the  1986  tax  reform  we  are  all  con- 
cerned about  the  law  of  unintended  consequences.  When  we  get 
into  areas  this  complex,  you  really  never  know  how  it  is  going  to 
affect  the  economy, 

A  lot  of  people  allege  that  some  of  the  S&L  losses  were  attrib- 
utable to  changes  in  the  real  estate  laws  that  were  maybe  in  an 
extenuate  format,  and  I  wonder  if  you  all  are  at  work  trying  to  find 
out  ways  to  achieve  our  objectives  of  insurance  reform  and  univer- 
sal coverage  without  using  an  employer  mandate  at  all,  because 
within  the  employer  mandate  structure,  the  7.9  percent  cap  and 
the  movement  of  subsidies  around  and  this  issue  among  many  oth- 
ers, it  is  really  hard  to  understand  with  clarity  exactly  how  it  is 
going  to  work  as  implemented. 

It  would  seem  to  me,  it  would  be  simpler  if  we  could  find  a  way 
of  avoiding  the  employer  mandate  completely  if  we  can  achieve 
those  two  objectives  in  other  ways,  and  I  just  wonder  if  you  all  are 
developing  ideas  and  proposals  to  give  us  your  thoughts  on  that 
issue. 

Mr.  Samuels.  We  considered  options  in  developing  the  Health 
Security  Act,  and  in  that  process,  what  we  decided  to  do  was  to 
build  on  the  existing  system,  and  we  thought  that  you  already  have 
a  system  in  place  in  which  private  employer-paid  insurance  pro- 
vides insurance  for  9  out  of  10  of  the  Americans  who  are  now  get- 
ting health  insurance  through  private  employers.  So  we  are  trying 
to  build  on  what  is  there,  and  I  think  that  there  are  obviously 
other  plans  around  and  other  ways  of  doing  this. 

I  think  that  when  you  put  the  laser  beam  on  those  and  try  to 
understand  the  consequences  of  those,  you  will  find  that  there  are 
significant  difficulties.  We  believe  that  after  looking  at  the  options, 
the  employer  mandate  is  the  most  sensible  way  to  proceed  by  build- 
ing on  the  existing  system  to  achieve  universal  coverage,  which  is 
the  objective.  And  the  question  is:  What  is  the  most  effective  way 
to  achieve  universal  coverage? 

Mr.  HOAGLAND.  But  if  we  do  a  different  method,  such  as  direct 
subsidies  to  the  poor  or  the  near  poor,  we  would  be  building  on  the 
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existing  system  in  that  the  9  out  of  10  that  are  currently  receiving 
coverage  through  their  employer  would  continue  to  be  covered.  In 
other  words,  tne  fact  that  we  don't  use  the  employer  mandate 
doesn't  mean  that  the  vast  majority  of  people  will  stop  relying  on 
their  employer  for  coverage.  Do  you  understand? 

Mr.  Samuels.  The  only  thing  I  would  say  is,  you  mentioned  at 
the  outset,  when  you  start  changing  things,  you  have  to  worry 
about  unintended  consequences,  and  I  think  that  that  is  a  valid 
point  for  all  the  proposals,  and  you  have  to,  if  you  are  going  to  give 
direct  subsidies,  you  have  to  figure  out  how  you  are  going  to  deliver 
them,  how  you  are  going  to  know,  how  you  are  going  to  do  it  effi- 
ciently. 

There  are  issues  with  every  proposal  that  have  to  be  carefully 
thought  out,  and  I  think  that  is  the  purpose  of  the  legislative  proc- 
ess and  what  you  are  doing  now.  And  just  as  the  President  has 
said  before,  we  are  willing  to  consider  various  options  for  things  as 
long  as  we  have  universal  coverage  at  the  end  of  the  day. 

Mr.  HoAGLAND.  Well,  good.  We  look  forward  to  reviewing  these 
options  with  you  and  thank  you  for  your  testimony  today. 

Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Mr.  Camp. 

Mr.  Camp.  Thank  you,  Mr.  Chairman. 

Mr.  Samuels,  I  don't  know  whether  you  have  ever  been  through 
an  audit,  but  I  think  that  knowing  the  agents  give  substantial 
weight  to  the  common  law  is  not  much  comfort  for  those  who  have. 
But  what  I  would  like  to  talk  to  vou  about  is  the  penalty  provisions 
under  this  proposal.  If  you  could,  just  walk  me  through  those  a  lit- 
tle bit. 

I  understand  that  if  an  employer  fails  to  report  payment  of  serv- 
ices to  a  nonemployee,  so  that  is  the  1099  I  believe,  that  is  the 
greater  of  $50  or  5  percent  of  the  amount  not  reported;  is  that  cor- 
rect? 

Mr.  Samuels.  Correct. 

Mr.  Camp.  However,  if  an  employer  has  an  independent  contrac- 
tor that  is  later  found  to  be  an  employee,  the  penalties  are  not  to 
exceed  $10,000  for  each  violation;  is  that  correct?  I  am  looking  at 
page  323  of  H.R.  3600. 

Mr.  Samuels.  I  think  that  is  correct.  I  just  don't  have  it  right 
in  front  of  me.  But  I  believe  the  provision  authorizes  the  Secretary 
of  Labor  to  impose  civil  penalties  for  a  variety  of  different  viola- 
tions including,  for  example,  an  employer's  willful  failure  to  comply 
with  such  basic  requirements  as  its  obligation  to  pay  its  share  of 
employees'  health  insurance  premiums.  It  is  reasonable  to  expect 
that  the  maximum  possible  penalty  of  $10,000  would  be  imposed 
only  for  particularly  serious  violations. 

Mr.  Camp.  Well,  that  is  a  very  substantial  penalty,  particularly 
for  small  businesspeople.  Given  your  admission  that  it  is  an  ex- 
tremely complicated  area  filled  with  a  lot  of  common-law  precedent. 
I  guess  I  would  just  echo  the  sentiments  of  others  that  have  been 
expressed  today,  that  I  believe  you  should  come  to  us  with  a  spe- 
cific proposal  and  then  we  can  discuss  that  proposal  rather  than 
having  us  delegate  to  you  the  rulemaking  and  the  regulation  writ- 
ing in  this  area. 

Thank  you,  Mr.  Chairman. 
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Chairman  Rangel,  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman. 

Mr.  Samuels,  good  morning,  and  I  have  a  couple  of  questions. 
One  is  on  the  cost  of  increasing  the  expensing  of  medical  equip- 
ment. If  your  offices  could  provide  me  with  how  much  it  would  cost 
to  provide  that  benefit.  It  is  increasing  the  current  $17,500  by  an- 
other $10,000. 

Mr.  Samuels.  Right.  Our  estimates  over  the  6-year  budget  period 
is  $48  million. 

Mr.  Kopetski.  It  just  seems  to  me  that  as  I  think  through  my 
district  and  rural  health  care,  and  as  I  think  through  health  serv- 
ices provided  in  those  areas,  mainly  there  are  clinics  for  migrant 
workers  and  the  Hispanic  population,  which  are  nonprofit  organiza- 
tions and  rural  health  clinics,  which  are  again  nonprofits. 

Those  are  the  places  that  have  this  equipment,  and  I  know  there 
are  some  other  criticisms  in  the  staff  analysis  of  this  particular 
provision — how  necessary  and  needed  this  particular  provision  is 
given  the  fact  that  under  reconciliation,  we  did  increase  the 
expensing  provision  anyway. 

Mr.  Samuels.  Well,  when  we  looked  at  the  type  of  tax  incentives 
that  might  be  appropriate,  as  I  mentioned  in  my  testimony,  we 
have  proposed  two.  One  is  a  tax  credit  for  health  care  professionals 
that  move  into  underserved  areas.  We  were  considering  that  and 
we  obviously  said,  well,  there  are  going  to  be  people  who  are  al- 
ready there  and  they  are  already  operating  there  and  we  want  to 
encourage  them  to  stay  there  and  to  provide  services  to  the  under- 
served  population. 

And  in  considering  that  issue,  we  arrived  at  this,  what  we  view 
as  a  very  targeted  tax  incentive  that  we  thought  would  benefit 
those  people  who  would  not  be  entitled  to  the  tax  credit  because 
they  are  already  in  the  underserved  area. 

Mr.  Kopetski.  I  guess  part  of  what  I  am  getting  at,  too,  is  if  we 
look  at  some  of  the  inflationary  costs  in  health  care  overall,  do  we 
need  all  of  this  equipment  out  there  in  so  many  close  locations,  and 
that  doctors  and  medical  personnel,  they  access  the  local  clinic  for 
this  equipment.  They  access  the  community  hospital  that  may  be 
a  few  miles  away,  and  so  it — you  know,  it  is  really  those  clinics 
that  need  the  equipment  that  are  generally  nonprofit  rather  than 
a  doctor's  office. 

So  I  have  a  big  question  in  my  mind  whether — I  appreciate  and 
understand  what  you  are  trying  to  do  here,  but  I  don't  know  if  it 
is  a  proper  $48  million  drain  on  the  Treasury  or,  if  we  couldn't 
spend  that  in  a  better  way,  to  get  physicians  to  the  rural  areas. 

The  other  issue  is,  and  I  raised  this  with  Secretary  Bentsen 
when  he  was  here,  and  that  is,  if  we  couldn't  get  some  notion  or 
early  draft  out  of  HHS  in  terms  of  what  is  an  area  that  would  qual- 
ify for  these  kinds  of  tax  credits.  I  asked  the  Secretary,  who  decides 
this,  and  he  said  that  it  would  be  HHS,  and  I  am  wondering  if  you 
couldn't  provide  to  us  some  sort  of  beginning  draft  on  that  defini- 
tion which  would  be  helpful. 

One  of  the  questions  has  to  do  with  the  S  corporations  and  on 
the  gaming  issue,  and  I  guess  I  am  trying  to — it  seems  to  me  that 
your  goal  is  absolutely  correct,  but  isn't  the  remedy  that  you  are 
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proposing  too  broad  and  isn't  there  some  creativity  out  there  where 
we  could  really  truly  narrow  this  area? 

Mr.  Samuels.  On  the  S  corporation  proposal,  our  intent  was  to 
really  try  to  draft  a  targeted  proposal  and  not  make  it  too  broad. 
That  is  what  our  intent  has  been.  So 

Mr.  KOPETSKI.  For  example,  I  see  you  limited  it  to  service  indus- 
tries, but  still  there  are  some  service  industries,  maybe  in  the  high 
tech  world,  for  example,  that  are  capital  intensive,  and  I  am  not 
sure  if  you  are  going  to  still  broaden  that  even  by  limiting  it  to  the 
service  area. 

Mr.  Samuels.  I  think  on  that  type  of  situation,  we  would  appre- 
ciate comments  and  we  will  take  a  look  at  whether  there  is  any 
way  to  revise  the  proposal. 

Mr.  KoPETSKL  OK.  Now,  in  looking  forward  to  some  testimony 
from  the  National  Society  of  Public  Accountants,  you  say — their 
testimony  says  that  most  businesses  have  planned  their  operations 
for  many  years  based  on  rules  and  the  sudden  change  now  would 
have  a  dramatic  effect.  And  their  suggestion  is  to  allow  existing 
safe  harbors  to  continue  unchanged. 

Do  you  want  to  comment  on  that  proposal?  Why  is  that  not  a 
good  idea  or  is  it  a  good  idea? 

Mr.  Samuels.  I  think  that  it  is  not  a  good  idea.  As  you  know, 
under  section  530  that  was  originally  drafted,  there  was  a  1-year 
stopgap  rule.  The  Internal  Revenue  Service  has  now  been  pre- 
vented from  issuing  any  guidance  in  this  area  for  over  15  years.  As 
a  result,  there  are  new  industries  that  arise  and  there  is  no  guid- 
ance out  there  for  people  in  those  new  industries,  who  are  entitled 
to  guidance  so  there  will  not  be  a  controversy  over  the  status  of 
their  workers. 

Second,  as  we  discussed  earlier  today,  the  existing  rules  with 
this  prior  audit  safe  harbor  is  not  a  good  rule.  This  is  the  only 
place  where  you  want  to  get  audited  and  have  an  audit  that  doesn't 
deal  with  employment  tax  issues  because  it  protects  you  forever. 
Moreover,  because  we  audit  different  people  every  year,  you  are  ex- 
panding the  group  of  people  who  can  rely  on  that  safe  harbor  for 
no  valid  tax  policy  reason. 

So  we  don't  think  that  the  existing  state  of  affairs  is  satisfactory, 
and  in  addition,  I  don't  think  we  are  going  to  have  an  abrupt 
change  which  was  part  of  what  you  read  in  their  testimony.  That 
is  not  what  we  have  been  proposing  and  that  is  why  we  put  in  our 
legislation  that  we  have  to  give  significant  weight  to  the  common 
law  and  preserve  existing  statutory  definitions  and  go  through  the 
regulatory  writing  process  in  the  way  we  have  described. 

Mr.  KoPETSKL  Is  it  possible,  then,  for  you  to  provide  to  us  or 
have  IRS  provide  to  us  what  these  new  industries  are?  I  think  that 
would  be  helpful. 

Mr.  Samuels.  Sure. 

[No  information  was  received.] 

Mr.  KOPETSKL  So  that  the  focus  generally  would  be  on  those  new 
industries  that  you  are  going  after  hopefully  in  a  positive  vein. 

Their  second  request  was,  I  found  this  interesting,  in  addition, 
the  IRS  has  demonstrated  a  clear  preference  for  interpreting  the 
intent  of  the  current  common  law  to  be  reclassification  of  independ- 
ent contractors  as  employees. 
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And  I  think  what  they  are  saying  is  that  there  is  a  bent,  there 
is  a  preference  to  call  on  IRS'  part  everybody  an  employee  as  op- 
posed to  a  predilection  to  independent  contractor, 

Mr.  Samuels.  I  would  not  agree  with  that  conclusion.  In  fact,  it 
is  interesting  to  know  that  if  you  look  at  the  private  letter  rulings 
that  the  IRS  issues,  a  lot  of  those  private  letter  rulings  classify  the 
workers  as  employees,  and  so  someone  might  say,  well,  that  shows 
that  the  IRS  likes  to  classify  workers  as  employees. 

In  fact,  when  you  look  at  the  backgroimd  of  those  rulings,  those 
private  letter  rulings,  a  lot  of  them  arise  out  of  the  circumstance 
that  a  retired  worker  goes  to  the  Social  Security  Administration 
and  says,  I  would  like  my  Social  Security.  I  have  been  working  for 
40  years. 

The  Social  Security  Administration  looks  at  the  person's  record 
and  says,  well,  that  is  interesting,  but  your  employer  didn't  pay 
any  Social  Security  taxes  for  you  because  they  took  the  position 
that  you  were  an  independent  contractor.  The  worker  had  no  idea 
that  ne  or  she  was  being  treated  that  way. 

So  the  Social  Security  Administration  says  to  the  worker,  if  you 
can  get  a  ruling  from  the  IRS  that  you  were  an  employee,  we  will 
give  you  Social  Security  benefits.  So  by  a  self-selection  process,  the 
workers  who  go  to  the  IRS  in  significant  numbers  are  people  who 
are  being  suggested  or  being  told  that  if  they  get  a  ruling  that  they 
are  an  employee,  they  will  get  their  Social  Security  benefits. 

So  you  have  a  self-selection  process  which  presents  people  to  the 
IRS  in  the  private  letter  ruling  context  who,  I  think,  would  nor- 
mally be  viewed  as  employees.  So  that  is  why  you  have  a  great 
number  of  rulings  that  classify  people  as  employees,  and  they  want 
to  be  employees. 

So  when  you  actually  sit  down  and  look  at  the  details,  there  are 
interesting  aspects  to  it,  and  this  is  one  of  them.  And  so  I  don't 
think  that  history  is  a  factor  in  saying  that  the  IRS  wants  to  clas- 
sify everyone  as  employees. 

Mr.  KOPETSKI.  Well,  I  think  maybe  there  is  more  education  now, 
thanks  to  the  nanny  issue  out  there,  but  there  is  another  twist  to 
that  as  well.  I  don't  think  that  "employee"  minded  so  much  getting 
more  take-home  pay  at  the  time,  and  this  isn't  true  all  the  time, 
but  a  significant  amount  of  the  time  I  feel  that  these  workers  say, 
well,  pay  me  more  now,  don't  withhold  anything.  I  will  take  care 
of  all  of  that  and  then  later  on  down  the  road  they  want  their  So- 
cial Security  quarterly  credits,  et  cetera. 

My  last  curiosity,  Mr.  Chairman,  is,  when  you  have  these  20  cri- 
teria in  helping  to  judge  exercise  of  direction  and  control  and 
whether  you  are  an  independent  contractor,  if  you  put  this  provi- 
sion in  place  for  the  IRS  having  this  authority  to  make  some 
variances  of  rules  for  determining  the  independent  contractor's  sta- 
tus, would  there  be  situations  where  the  person  would  be  consid- 
ered an  employee  for  health  care  coverage  purposes  but  not  an  em- 
ployee in  terms  of  other  payroll  taxes  and  truly  would  be  treated 
as  an  independent  contractor? 

Mr.  Samuels.  Our  purpose  is  to  have  one  set  of  rules  to  avoid 
confusion  so  that  when  a  company  has  to  decide  whether  a  worker 
is  an  employee  or  an  independent  contractor,  they  will  just  have  to 
look  to  one  set  of  rules  and  those  rules  will  determine  the  classi- 
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fication  for  both  employment  tax  purposes  and  health  care  pur- 
poses. 

Mr.  KOPETSKI.  Well,  I  think  you  probably  just  sent  some  big 
shudders  through  the  industry,  because  what  you  are  saying  then 
is  if  the  determination  is  made  that  they  are  an  employee  for 
health  care  coverage  purposes,  that  is  going  to  be  dispositive  for 
unemployment  and  worker's  comp  and  everything  else. 

Mr.  Samuels.  That  goes  with  the  decision  to  have  only  one 
standard.  When  we  considered  having  two  standards,  people  sug- 
gested to  us  that  that  would  cause  a  great  deal  of  confusion  and 
burden  on  all  employers  who  have  now  been  working  with  one 
standard  for  a  long  time  that  they  think  they  understand,  that  ap- 
plies to  the  vast  majority  of  workers. 

Since  we  don't  think  that  we  are  going  to  be  changing  things  in 
a  dramatic  way,  but  rather  are  trying  to  prevent  people  from  gam- 
ing the  system  by  reclassifying  people  that  they  are  now  having  as 
employees  as  independent  contractors,  we  do  not  believe  that  we 
are  making  any  sea  change  in  the  rules  and  are  just  trying  to  have 
just  one  set  of  rules  to  make  sure  that  people  have  a  sensible  and 
administrate  approach  to  this  issue. 

Mr.  KOPETSKI.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Mr.  Hancock. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman,  I  realize  that  we  need 
to  move  on  pretty  quickly,  but  I  am  curious  about  the  statements 
that  you  made,  Mr.  Samuels,  on  these  private  rulings  where  people 
reach  age  65,  they  go  in  and  they  find  out  all  of  a  sudden  that  their 
employer  had  not  paid  Social  Security  on  them. 

These  people  have  filled  out  income  tax  returns,  haven't  they? 
They  have  received  either  a  W-2  form  or  a  1099  or  they  have  paid 
self-employment  tax  or  something.  It  is  difficult  for  me  to  think 
that  that  could  be  very  prevalent  that  somebody  would  actually  go 
into  Social  Security  and  say,  well,  I  didn't  know  that  they  weren't 
paying  my  income — ^my  Social  Security  tax. 

Does  that  happen  quite  regularly? 

Mr.  Samuels.  It  happens  enough  so  that  people,  taxpayers  go  to 
the  Internal  Revenue  Service  to  get  a  determination  so  that  they 
can  then  establish  their  entitlement  to  Social  Security  benefits. 

Mr.  Hancock.  Have  these  people  been  filling  out  1040s  all  these 
years?  I  mean,  that  is  the  thing.  I  don't  see  how  you  could  be  filling 
out  1040s  and  paying  your  income  taxes  without  knowing  whether 
you  are  either  self-employed  or  you  are  not  self-employed.  You  have 
got  to  pay  the  tax  one  way  or  the  other  if,  in  fact,  you  fill  out  a 
1040. 

Mr.  Samuels.  I  think  that  in  addressing  this  question,  one 
should  keep  in  mind  that  there  are  a  significant  number  of  workers 
at  the  lower  income  levels  who  are  not  required  to  file  tax  returns 
and  those  are  the  people  who  would  want  to  come  in  and  ask  for 
their  Social  Security  benefits.  Not  everyone  is  required  to  file  a  tax 
return  if  their  income  is  below  a  certain  threshold. 

Mr.  Hancock.  You  are  talking  about  possibly  somebody  that  has 
worked  in  agriculture,  worked  for  some  farmer  and  the  farmer 
didn't  pay  and  he  worked  as  an  equipment  operator.  All  right.  I  can 
see  how  that  would  happen,  but  it  wouldn't  appear  to  me  it  would 
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be  a  big  prevalent  thing  to  consider  making  the  type  of  changes 
that  we  are  making  considering  here  to  correct  those  things  that 
might  fall  through  the  cracks. 

Thank  you,  Mr,  Chairman. 

Chairman  Rangel.  Mr.  Samuels,  in  the  proposal,  there  are  in- 
centives to — ^tax  incentives  for  providers  to  come  into  medically  un- 
derserved  areas.  I  assume  that  those  incentives  are  also  available 
for  people  who  are  already  in  those  areas? 

Mr.  Samuels.  Mr.  Chairman,  the  tax  credit  proposal  is  only  for 
health  service  professionals  who  move  into  the  area.  We  considered 
an  option  of  providing  the  credit  for  people  who  were  already  there, 
who  have  made  the  decision  already  to  locate  their  practices  or 
their  employment  in  the  underserved  areas,  and  our  revenue  esti- 
mate for  that  over  this  budget  period  that  we  are  talking  about  was 
something  just  in  excess  of  $1.1  billion. 

So  we  thought  about  whether  that  would  be  an  appropriate  tax 
expenditure  for  people  who  had  already  made  the  decision  to  be 
there  and  decided,  given  budget  deficit  considerations,  that  the  pro- 
posal should  be  limited  to  people  who  only  decide,  in  effect,  to  take 
advantage  of  the  credit  by  moving  into  the  area.  We  recognize  this 
as  an  issue  and  we  have  evaluated  it  and  that  is  the  background 
for  our  proposal. 

Chairman  Rangel.  It  is  a  budget  question,  not  common  sense? 
I  mean 

Mr.  Samuels.  Well,  in  our  budget  deficit  situation,  I  think  we 
have  to  keep  very  close  track  of  the  numbers.  In  addition,  the  peo- 
ple on  the  other  side  of  it  would  say  that  the  professionals  who  al- 
ready made  the  decision  there  don't  need  a  tax  incentive  to  keep 
them  there.  They  have  already  decided  to  establish  their  practices 
there.  That  would  be  the  other  side  of  it. 

Chairman  Rangel.  So  the  dedicated  men  and  women  who  go  into 
an  area  that  is  medically  underserved  and  made  that  commitment 
and  taken  the  oath,  we  don't  reward  them.  We  reward  those  that 
are  just  motivated  by  a  tax  incentive  to  come  in  and  say,  you  have 
made  your  moral  decision. 

Now  we  want  those  that  are  after  the  blood? 

Mr.  Samuels.  Right. 

Chairman  Rangel.  Well,  we  will  have  a  lot  of  areas  to  work  with 
here,  but  thank  you  for  agreeing  to  answer  a  lot  of  questions  that 
members  have  that  time  just  would  not  allow  an  answer,  and  we 
appreciate  your  testimony  this  morning. 

We  appreciate  your  testimony,  thank  you  so  much. 

The  next  panelist,  American  Bar  Association,  Thomas  Terry, 
chair-elect;  Leroy  Strubberg,  chairman  of  the  Federal  Tax  Commit- 
tee on  the  National  Society  of  Public  Accountants;  Craig  Willett, 
CPA,  Craig  Willett  &  Associates,  representing  the  National  Federa- 
tion of  Independent  Business;  and  John  S.  Satagaj,  president, 
Small  Business  Legislative  Council. 

The  rules  will  allow  for  each  member  to  state  their  case  for  5 
minutes  so  that  we  would  be  able  to  ask  questions,  and  if  there  is 
no  objection  from  the  subcommittee,  we  will  receive  your  full  testi- 
mony as  written  and  submitted  and,  of  course,  you  may  testify  in 
a  way  that  you  feel  most  comfortable. 

We  will  start  out  with  the  chairman-elect,  Mr.  Terry,  of  the  ABA. 
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STATEMENT  OF  THOMAS  D.  TERRY,  CHAIR-ELECT,  SECTION 
OF  TAXATION,  AMERICAN  BAR  ASSOCIATION 

Mr.  Terry.  Yes,  sir,  Mr.  Chairman.  My  name  is  Thomas  Terry. 
I  am  the  chair-elect  of  the  Section  of  Taxation,  American  Bar  Asso- 
ciation, and  I  do  request  that  my  full  statement  be  submitted  for 
the  record. 

I  wall  now  attempt  to  summarize  the  principal  points  of  our 
statement.  As  indicated  in  our  testimony  in  December  before  the 
subcommittee,  the  American  Bar  Association  strongly  supports  leg- 
islation which  controls  health  care  costs  and  provides  every  Amer- 
ican, regardless  of  income,  with  access  to  quality  health  care. 

Today  we  offer  comments  on  two  specific  subjects,  the  classifica- 
tion of  workers  as  employees  or  independent  contractors,  and  the 
self-employment  tax  treatment  of  certain  S  corporation  sharehold- 
ers and  limited  partners,  and  we  make  these  comments  in  the  con- 
text of  the  administration's  health  care  reform  proposal. 

My  comments  today  are  on  behalf  of  the  Section  of  Taxation. 
They  have  not  been  approved  by  the  house  of  delegates  of  the 
American  Bar  Association  or  the  board  of  governors  of  the  Amer- 
ican Bar  Association. 

Under  the  administration's  health  care  reform  proposals,  the 
amount  paid  by  or  on  behalf  of  a  worker  for  health  insurance  de- 
pends upon  the  worker's  status  as  an  employee  or  an  independent 
contractor.  For  this  purpose,  the  administration's  bill  uses  the  defi- 
nition of  employee  that  is  used  for  employment  tax  purposes  of  the 
Internal  Revenue  Code. 

Currently,  this  is  a  20  factor  test  based  on  the  common  law.  The 
20  factors  are  subjective,  overlapping,  and  in  some  cases  irrelevant 
to  the  particular  work  situation.  There  is  no  guidance  for  determin- 
ing how  the  individual  factors  should  be  weighed  as  among  them- 
selves or  how  many  factors  must  be  met  before  a  worker  will  be 
classified  as  an  employee  or  independent  contractor. 

In  addition,  since  1978,  the  Treasury  Department  has  been  le- 
gally precluded  from  issuing  any  general  guidance  on  these  issues. 
The  Tax  Section  and  its  committees  have  considered  the  worker 
classification  issue  over  the  last  number  of  years. 

We  have  testified  before  this  subcommittee  in  support  of  the  de- 
velopment of  a  more  administerable  definition  of  employee  than  we 
have  under  the  current  law,  as  well  as  the  codification  of  section 
530  in  the  Revenue  Act  of  1978  and  its  extension  to  the  income  tax 
area.  Several  of  these  suggestions  are  contained  in  the  administra- 
tion's bill.  Nevertheless,  the  Tax  Section  has  a  number  of  concerns 
about  the  bill. 

In  general,  we  are  concerned  about  the  changes  that  the  bill 
would  authorize  in  the  definition  of  employee  for  tax  purposes,  the 
kind  of  regulations  that  the  Treasury  Department  would  be  likely 
to  issue  in  this  context,  and  the  process  by  which  those  regulations 
would  be  developed. 

The  administration  has  expressed  the  view  that  some  changes  in 
current  law  are  needed  to  prevent  abuse  of  the  employer  mandate 
and  the  special  premium  discount  for  low  wage,  small  employers 
that  are  in  this  bill. 

In  this  context,  the  administration's  concern  over  worker 
misclassification  is  understandable  and  we  believe  legitimate.  How- 
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ever — and  this  is  our  principal  point — as  long  as  there  is  a  clear 
financial  incentive  for  workers  to  be  classified  as  independent  con- 
tractors, we  think  it  is  inevitable  that  the  government  enforcement 
efforts,  including  Treasury  regulations,  will  be  biased  in  favor  of 
employee  status. 

As  we  see  it,  the  main  source  of  this  incentive,  this  bias,  is  not 
the  employer  mandate,  per  se,  but  rather  the  way  the  small  em- 
ployer premium  discounts  are  calculated  under  the  bill.  These  dis- 
counts are  determined  by  reference  to  the  number  of  employees 
employed  in  a  business  and  their  average  wages.  And  that  encour- 
ages misclassification.  In  other  words,  there  would  be  an  incentive 
to  set  up  small  entities  to  do  the  work  because  they  would  then 
qualify  for  these  small  business  discounts. 

To  the  contrary,  in  the  employment  tax  area,  since  1983  the  law 
has  been  moving  in  a  different  direction.  It  has  been  moving  to- 
ward eliminating  these  differences  in  the  employment  tax  burdens 
between  employer,  employee  situations  and  independent  contractor 
situations.  In  our  experience,  this  movement  of  a  law  has  made 
misclassification  less  of  a  problem  and  it  has  taken  the  pressure  off 
the  difficult  definitional  and  administrative  issues.  This  bill,  how- 
ever, moves  back  in  the  other  direction. 

One  way,  albeit  a  more  expensive  way  from  the  budgetary  per- 
spective, to  eliminate  this  bias  in  the  administration's  health  care 
bill  in  favor  of  independent  contractor  status,  would  be  to  convert 
the  discount  for  small  employers  to  a  general  low  income  discount 
determined  on  a  worker  by  worker  basis. 

We  recognize  that  this  approach  may  be  administratively  dif- 
ficult to  coordinate  with  the  employer  mandate,  but  we  believe  it 
should  be  carefully  considered.  We  are  not  persuaded  yet  that  the 
problems  in  this  approach  have  been  sufficiently  studied.  We  think 
it  has  a  lot  of  merit. 

The  Tax  Section  also  believes  strongly  that  it  is  important  that 
the  Congress  play  a  major  role  in  the  development  of  the  new  defi- 
nition of  employee.  At  a  minimum.  Congress  should  do  two  things. 
First,  the  Congress  should  take  up  the  administration's  invitation 
to  explain  the  legislative  history  of  the  act  as  explicitly  as  possible, 
including  the  principles  that  underlie  these  new  rules. 

And  second,  you  should  direct  the  Treasury  Department  to  pro- 
vide balanced  rules  that  do  not  unreasonably  favor  employee  sta- 
tus, that  are  as  simple  as  possible  and  that  adequately  assure  tran- 
sition relief  from  the  old  rules  to  the  new  rules. 

Our  written  statement  identifies  several  different  approaches 
Congress  might  pursue  in  defining  employee.  We  would  be  pleased 
to  work  with  the  subcommittee  and  staff  to  pursue  any  of  these 
ideas. 

The  health  care  bill  also  makes  a  number  of  specific  changes  to 
section  530. 

Chairman  Rangel.  I  think  your  time  has  expired.  We  will  have 
your  full  testimony  and  then  maybe  we  will  get  a  chance  again,  a 
round  after  the  rest  of  the  witnesses  testify. 

[The  prepared  statement  follows:] 
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THOMAS  D.  TERRY 

CHAIR-ELECT.  SECTION  OF  TAXATION 

AMERICAN  BAR  ASSOCIATION 


Mr.  Chainnan  and  members  of  the  Subcomminee: 

INTRODUCTION 

I  am  Thomas  D.  Terry,  San  Francisco,  California,  chair-elect  of  the  Section  of  Taxation 
("Tax  Section")  of  the  American  Bar  Association  ("ABA").  These  views  are  presented  on  behalf 
of  the  Tax  Section.  They  have  not  been  approved  by  the  House  of  Delegates  or  the  Board  of 
Governors  of  the  ABA  and  should  not  be  construed  as  representing  the  position  of  the  ABA 
unless  clearly  stated. 

The  ABA  strongly  supports  legislation  that  helps  to  control  health  care  costs  and  provides 
every  American,  regardless  of  income,  with  access  to  quality  health  care.  To  assist  in 
implementing  comprehensive  health  care  reform,  the  ABA  has  formed  an  association- wide 
Working  Group  on  Health  Care  Reform  to  provide  technical  expertise  on  significant  legal  issues 
as  health  care  proposals  are  fimher  developed  and  considered.  The  Tax  Section  of  the  ABA 
participates  in  this  working  group  to  contribute  its  particular  expertise  in  the  areas  of  tax, 
ERISA,  and  fmancing  issues,  and  has  previously  submitted  to  the  Committee  on  Ways  and 
Means  a  statement  regarding  tax,  financing,  and  employee  benefit  issues  arising  in  the  health 
care  reform  legislation.  As  requested  in  the  Subcommittee's  notice  of  the  hearings,  my 
testimony  today  will  focus  on  the  classification  of  workers  as  employees  or  independent 
contractors,  and  the  self-employment  tax  treatment  of  certain  S  corporation  shareholders  and 
limited  partners  under  H.R.  36()0,  the  Administration's  health  reform  proposal.  The  classifica- 
tion issue,  in  particular,  may  have  other,  non-tax  ramifications.  Other  ABA  components, 
through  our  Working  Group  on  Health  Care  Reform,  are  prepared  to  address  those  issues. 

WORKER  CLASSIFICATION 

A.        Overview 

Under  H.R.  3600,  the  amount  paid  by  or  on  behalf  of  a  worker  for  health  insurance 
would  depend  on  the  worker's  sutus  as  an  employee  or  independent  contractor.  Although  other 
definitions  exist  that  employers  must  apply,  H.R.  3600  would  rely  on  the  definition  of  an 
employee  that  is  used  for  purposes  of  the  employment  tax  provisions  of  the  Internal  Revenue 
Code  ("Code").  The  Administration's  section-by-section  analysis  of  H.R.  36(X)  explains  that  this 
was  done  to  "minimize  the  administrative  and  compliance  burden  on  fums,"  presumably  because 
most  firms  are  more  familiar  with  the  employment  tax  standard  than  any  other. 

Currently,  a  20-f actor  test  based  on  the  common  law  is  used  to  determine  whether  a 
worker  is  an  employee  for  employment  tax  purposes.  The  factors  are  subjective,  overlapping, 
and  in  some  cases  irrelevant  to  the  particular  work  situation.  The  20  factors  are  set  forth  solely 
in  Internal  Revenue  Service  ("IRS")  guidance,  not  in  regulations.  There  is  no  guidance  at  all 
for  determining  how  the  factors  should  be  weighed  or  how  many  factors  must  be  met  before  a 
worker  will  be  classified  as  an  employee  or  an  independent  contractor.  In  addition,  since 
Congress  enacted  the  Revenue  Act  of  1978,  both  the  Treasury  Department  and  the  IRS  generally 
have  been  prohibited  from  issuing  any  general  guidance  on  this  issue. 

H.R.  3600  would  change  this  situation  in  several  significant  respects.  First,  it  would 
direct  the  Treasury  Department  to  issue  regulations  setting  forth  rules  for  determining  a  worker's 
status  as  an  employee  or  independent  contractor.  H.R.  3600  would  require  the  regulations  to 
give  "significant  weight  to  the  common  law,"  but  otherwise  would  provide  little  guidance  to  the 
Treasury  Department.  Although  the  Administration's  section-by-section  analysis  of  H.R.  3600, 
and  Secretary  Bentsen's  testimony  before  the  Ways  and  Means  Committee  on  November  16, 
indicate  that  such  regulations  would  not  result  in  wholesale  reclassifications,  the  law  would  not 
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prevent  significant  changes  in  status  for  workers  at  the  margin.  H.R.  3600  also  would  limit  the 
protection  provided  to  employers  by  section  530  of  the  Revenue  Act  of  1978,  which  generally 
prohibits  the  IRS  from  reclassifying  a  worker  as  an  employee  if  the  service-recipient  has  a 
reasonable  basis  for  treating  the  worker  as  an  independent  contractor.  Finally,  H.R.  3600  would 
increase  significantly  the  penalty  for  failing  to  report  on  Form  1099  payments  made  to  an 
independent  contractor. 

B.        Comments 

The  ABA,  through  the  Tax  Section  and  its  committees,  has  considered  the  worker 
classification  issue  in  the  income  and  employment  tax  context  over  the  years.  For  example,  in 
1982  the  ABA  adopted  a  legislative  recommendation  proposed  by  the  Tax  Section  that  a  safe 
harbor  definition  of  employee  be  adopted  for  employment  tax  purposes,  and  that  the  penalty  for 
failure  to  file  an  information  return  for  payments  to  an  independent  contractor  be  increased.  In 
1992  and  1993,  respectively,  represenutives  of  the  Tax  Section  testified  before  this  Subcommit- 
tee and  the  Committee  on  Government  Operations  in  support  of  the  development  of  a  more 
administrable  defmition  of  employee  than  under  current  law,  as  well  as  codification  of  section 
530  of  the  Revenue  Act  of  1978  and  its  extension  to  the  income  tax  area. 

Several  of  these  suggestions  arc  contained  in  H.R.  3600.  Nevertheless,  the  Tax  Section 
has  a  number  of  concerns  about  H.R.  3600  in  its  present  form,  which  we  are  pleased  to  have 
this  opportunity  to  discuss  with  this  Subcommittee. 

1.         General  Concerns 

The  Tax  Section  is  concerned  about  the  changes  that  H.R.  3600  would  authorize  in  the 
definition  of  employee  for  tax  purposes;  the  kind  of  regulations  that  the  Treasury  Department 
would  be  likely  to  issue  in  this  context;  and  the  process  by  which  those  regulations  would  be 
developed. 

The  Administration  has  expressed  the  view  that  some  changes  in  current  law  are  needed 
to  prevent  abuse  of  the  employer  mandate'  and  the  special  premium  discount  for  low-wage  small 
employers  in  the  bill.  The  Administration's  concern  over  worker  misclassification  in  this  context 
is  understandable  and  legitimate.  However,  we  believe  that  the  simplest  and  most  reliable  way 
of  addressing  this  problem  is  by  eliminating  unnecessary  differences  in  treatment  between 
employees  and  independent  contractors.  Such  differences  encourage  misclassification  and  cause 
it  to  have  adverse  revenue  and  other  consequences  to  the  government. 

As  explained  below,  H.R.  3600  instead  would  exacerbate  the  misclassification  problem, 
by  increasing  significantly  the  financial  incentive  for  workers  to  be  classified  as  independent 
contractors.  As  long  as  this  incentive  exists,  we  believe  that  it  is  inevitable  that  government 
enforcement  efforts-including  Treasury  regulations-will  be  biased  in  favor  of  employee  stams. 
The  resulting  nig-of-war  between  taxpayers  and  the  government  is  unlikely  to  simplify  the  task 
of  classifying  workers  based  on  the  economic  substance  of  their  work  relationship.  Rather,  it 
will  encourage  considerable  creativity  by  taxpayers  and  correspondingly  elaborate  counter- 
measures  by  the  government.  Over  the  long  term,  the  existence  of  this  fmancial  advantage  to 
independent  contractor  status  will  result  in  the  greater  use  of  true  indep>endent  contractors,  a 
trend  that  is  beyond  the  reach  of  mere  tax  regulations. 

The  main  source  of  the  incentive  under  H.R.  3600  to  treat  a  worker  as  an  independent 
contractor  is  not  the  employer  mandate  per  se,  but  rather  the  small-employer  premium  discount 
in  the  bill.  The  employer  mandate  closely  resembles  the  requirement  under  current  law  that 
employers  pay  one-half  of  the  FICA  taxes  due  on  their  employees'  wages,  while  self-employed 
individuals  pay  the  entire  amount  themselves.     Both  the  employer  mandate  and  the  FICA 


'  By  employer  mandate,  we  mean  the  fact  that,  if  a  worker  is  an  employee,  the  employer 
must  pay  part  of  the  cost  of  providing  health  insurance  to  the  worker,  whereas,  if  the  worker 
is  self-employed,  he  or  she  must  pay  the  entire  amount. 
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requirement  increase  the  administrative  burden  of  hiring  a  worker  as  an  employee  rather  than 
as  an  independent  contractor.  Such  requirements  generally  do  not  increase  the  net  cost  of  hiring 
a  worker  as  an  employee,  however,  unless  the  total  amount  that  the  employee  and  employer  are 
required  pay  is  larger  than  the  total  amount  that  an  independent  contractor  and  his  or  her  client 
would  be  required  to  pay.  This  is  because,  in  the  long  run,  workers  generally  bear  the  full  cost 
of  a  payroll  tax  in  the  form  of  reduced  compensation. 

Recognizing  this  fact,  reform  efforts  in  the  PICA  area  have  focused  on  eliminating 
differences  in  the  total  tax  burden  on  employees  and  their  employers,  on  the  one  hand,  and 
independent  contractors  and  their  clients,  on  the  other.  Before  1983,  the  total  tax  burden  on 
independent  contractors  and  their  clients  was  much  less.  In  1982  testimony,  the  Treasury 
Department  recommended  that  this  differential  be  reduced  "to  help  neutralize  the  decision 
whether  to  hire  an  independent  contractor  or  an  employee,  and  relieve  pressure  on  the  question 
of  employment  stams."  Legislation  in  1983  mostly  eliminated  the  rate  differential  and  made 
other  conforming  changes  that  became  fully  effective  in  1990.  As  a  result,  misclassification  has 
become  essentially  revenue-neutral. 

In  our  experience,  these  developments  have  made  misclassification  less  of  a  problem  in 
the  employment  tax  area.  They  have  made  it  possible  to  consider  seriously  not  penalizing 
service-recipients  that  misclassify  workers  as  an  independent  contractors,  as  long  as  they 
properly  reported  any  payments  to  the  worker  on  Form  1099.  By  reducing  the  financial  stakes 
on  both  sides,  they  also  have  encouraged  the  IRS  to  work  with  taxpayers  on  a  cooperative  basis, 
through  its  Compliance  2000  initiative,  to  develop  rules  for  defining  an  employee  that  are 
appropriate  for  different  industries. 

H.R.  3600  generally  would  take  the  same  approach,  and  subject  independent  contractors 
to  the  same  premium  requirements  as  employers  and  employees.  However,  the  small-employer 
premium  discount  in  the  bill  effectively  would  reduce  significantly  the  total  premiums  that  an 
independent  contractor  would  be  required  to  pay  compared  to  an  employer  and  employee- 
encouraging  misclassification  and  intensifying  the  confrontation  between  taxpayers  and  the 
govemment-because  workers  classified  as  independent  contractors  would  be  much  more  likely 
to  qualify'  for  the  discount. 

Assuming  that  some  premium  discount  is  retained,  one  way,  albeit  a  more  expensive 
way,  to  eliminate  the  bias  it  creates  in  favor  of  independent  contractor  sutus  would  be  to  convert 
It  from  a  small-employer  discount  to  a  general  low-income  discount.  For  example,  the  employer 
share  of  the  premiiun  could  be  reduced  with  respect  to  coverage  provided  to  any  low-income 
worker.  This  approach  also  would  make  it  easier  to  deliver  the  subsidies  directly  to  the  worker, 
which  could  simplify  the  premium  collection  process  still  further. 

We  understand  that  the  Administration  has  suggested  that,  assuming  that  H.R.  3600  is 
enacted  as  written,  a  small  number  of  anti-abuse  rules  would  be  enough  to  prevent  deliberate 
misclassification  to  take  advamage  of  the  subsidy.  If  so.  changes  to  the  substantive  rules  might 
be  unnecessary.  However,  we  seriously  doubt  that  anti-abuse  rules  can  be  developed  that  are 
sufficiently  well-targeted  to  prevent  such  activity  without  creating  other  perverse  legal  and 
economic  incentives.  For  example,  a  rule  that  prohibited  an  individual  who  previously  was 
classified  as  an  employee  from  being  treated  as  an  independent  contractor  to  take  advanuge  of 
the  small-employer  premium  discount  would  simply  encourage  firmis  to  terminate  their  existing 
work  force  and  hire  different  individuals  who  already  are  working  as  independent  contractors. 
Similarly,  while  the  Administration's  section-by-section  analysis  of  H.R.  3600  suggests  that 
regulations  would  be  developed  on  a  cooperative  basis  modeled  after  Compliance  2000,  we 
believe  that  this  is  not  realistic  given  the  adverse  interests  of  taxpayers  and  the  government  that 
the  bill  would  create. 

To  summarize,  the  Tax  Section  has  long  supported  efforts  to  simplify  and  clarify  the 
definition  of  an  employee  for  employment  tax  and  other  purposes.  The  Employment  Tax 
Conmiittee  of  the  Section  has  spent  considerable  time  reviewing  and  offering  comments  on  the 
many  proposals  that  have  been  made  through  the  years.  As  noted  above,  in  1982  the  ABA 
adopted  a  legislative  recommendation  dealing  with  several  aspects  of  the  misclassification 
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problem,  and  representatives  of  the  Tax  Section  testified  recently  on  the  misclassification  issue 
before  this  Subcommittee  and  the  Committee  on  Government  Operations.  However,  the  Tax 
Section  seriously  questions  whether  this  issue  can  be  addressed  constructively  in  the  context  of 
legislation  that  is  so  dependent  on  employee  status.  We  expect  that  this  feamre  of  H.R.  3600 
would  create  a  government  bias  in  favor  of  employee  status  and  foreclose  giving  adequate  weight 
to  broader  policy  concerns. 

In  addition  to  the  futility  of  addressing  the  classification  issue  at  all  in  this  context,  the 
Tax  Section  also  questions  the  limited  role  that  Congress  would  play  under  H.R.  3600  in  the 
development  of  a  new  definition  of  employee.  Over  the  years,  various  conmiittees  and 
subcommittees  of  Congress,  as  well  as  the  GAO,  have  done  considerable  work  on  this  issue. 
In  fact,  the  common-law  test  itself  would  not  exist  today  if  in  1948  Congress  had  not  directed 
the  Treasury  Department  to  apply  it  in  lieu  of  an  amorphous  "economic  reality"  test  that  the 
Department  then  had  under  consideration.  As  proposed,  however,  H.R  3600  would  give  the 
Treasury  Department  virtually  carte  blaiKhe  authority  to  re-write  current  law,  subject  to  little 
more  than  the  requirements  that  it  give  "significant  weight"  to  the  common  law  and  provide  a 
report  to  the  Congress  explaining  its  actions  when  it  is  finished.  Some  even  read  H.R.  3600  as 
giving  the  Treasury  Department  authority  to  develop  broad  "leased-employee"  rules  to  prevent 
employers  from  splitting  themselves  into  smaller  imits  to  take  advantage  of  the  small-employer 
premiimi  discount.  In  the  past,  such  rules  have  not  been  issued  without  express  stamtory 
authority  and  guidance. 

Even  if  it  were  sound  legislative  policy  to  cede  such  authority  to  the  Treasury  Depart- 
ment, as  a  practical  matter  the  Treasury  Department  might  not  be  as  sensitive  as  Congress  to 
the  importance  of  providing  simple,  clear  rules  on  which  employers  can  rely,  or  of  minimizing 
changes  in  business  practices  and  providing  sufficient  transition  time  to  implement  any  changes 
that  are  necessary.  These  goals  are  particularly  important  because  any  new  definition  of 
employee  that  is  developed  for  health  care  purposes  would  apply  for  income  as  well  as  employ- 
ment tax  purposes.  For  example,  the  Department's  decisions  presimiably  would  determine  the 
sums  of  workers  for  purposes  of  the  qualified  plan  provisions  of  the  Code.  In  the  qualified  plan 
area,  clear  rules  are  essential  to  ensure  that  employees  receive  the  benefits  to  which  they  are 
entitled  and  are  provided  the  protection  of  ERISA.  Similarly,  sudden  changes  in  the  stams  of 
workers  as  employees  or  independent  contractors  would  put  such  plans  at  risk  of  violating 
various  tax  qualification  requu^ments.  since  those  requirements  generally  look  solely  at  the 
number  of  employees  in  a  busmess  and  the  benefits  that  they  receive.  Recognizing  that  mergers 
and  acquisitions  likewise  often  trigger  sudden  changes  in  employee  demographics.  Congress 
gives  employers  involved  in  such  transactions  up  to  two  years  to  bring  their  plans  back  into 
compliance  with  certain  of  the  major  qualification  rules.  Congress  should  consider  whether 
similar  rules  are  desirable  in  this  context. 

If  H.R.  3600  is  enacted,  at  a  minimum.  Congress  should  (1)  take  up  the  Administration's 
invitation  in  its  section-by-scction  analysis  of  H.R.  3600  and  explain  in  the  legislative  history 
of  the  act.  as  explicitly  as  possible,  what  types  of  reforms  it  would  consider  appropriate,  and  (2) 
direct  the  Treasury  Department  to  provide  balanced  rules  that  do  not  favor  consistently  stams 
as  an  employee,  that  are  as  simple  as  possible,  and  that  assure  adequate  transition  relief. 

2.         Specific  Cgncerpj 

a.         Definition  of  employee 

Other  than  the  revisions  that  it  would  make  to  section  530  of  the  Revenue  Act  of  1978, 
H.R.  3600  does  not  suggest  any  specific  changes  to  the  definition  of  an  employee.  However, 
as  we  have  stated  above.  Congress  should  become  more  involved  in  shaping  any  such  changes, 
rather  than  delegating  them  to  the  Treasury  Department.  There  are  a  number  of  different 
approaches  that  Congress  could  pursue: 

•  Some  observers  advocate  replacing  the  20-factor  test  with  other,  more  objective 
standards.  Standards  that  have  been  suggested  include  whether  the  service -provider  has 
his  or  her  own  employees,  maintains  his  or  her  own  office,  works  for  more  than  one 
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service-recipient  during  the  year,  or  has  a  written  contract  with  the  service-recipient.  In 
order  to  provide  greater  certainty,  the  factors  often  are  assembled  into  sets  of  alternative 
or  cumulative  requirements,  rather  than  simply  being  listed  indiscriminately  like  the 
factors  in  the  20-factor  test. 

This  approach  is  often  suggested  as  a  safe  harbor  that  would  apply  in  addition  to  rather 
than  in  lieu  of  the  20-factor  test.  The  ABA's  1982  legislative  recommendation  contained 
such  a  safe-harbor  proposal.  Creating  a  set  of  safe  harbors  while  retaining  the  underly- 
ing common  law  test  might  be  particularly  attractive  in  a  context  like  the  one  created  by 
H.R.  3600,  in  which  taxpayers  need  certainty  and  protection  from  overreaching  by  the 
IRS,  but  all  parties  would  benefit  from  a  standard  that  is  flexible  enough  to  work  in  new 
or  imusual  circumstances. 

•  Other  observers  have  advocated  improving  the  20-factor  test  either  by  eliminating  any 
overlapping  factors  and  distilling  the  remaining  factors  down  to  a  shorter  list,  or  by 
ranking  the  existing  list  and/or  organizing  it  into  a  set  of  alternative  or  cumulative 
requirements. 

•  Other  observers  have  suggested  allowing  a  worker  or  service-recipient  to  elect  whether 
to  treat  the  worker  as  an  employee  or  independent  contractor,  as  long  as  the  service- 
recipient  files  whatever  information  returns  are  appropriate  for  the  worker's  status.  It 
is  doubtful  whether  this  approach  would  be  feasible  under  H.R.  3600,  however,  as  long 
as  the  small-employer  premium  discount  creates  a  significant  incentive  to  re-classify 
workers  as  independent  contractors  even  if  the  worker  is  fully  compliant  with  all 
applicable  requirements. 

•  Other  observers  have  suggested  simply  deeming  workers  who  perform  certain  jobs  as 
either  employees  or  independent  contractors.  This  approach  has  the  advanuge  of 
simplicity,  but  is  very  inflexible  and  would  require  considerable  effort  by  the  government 
to  describe  and  update  a  comprehensive  list  of  job  descriptions. 

If  the  common  law  test  is  retained  to  any  extent.  Congress  should  specifically  authorize  the  IRS 
to  use  information  gathered  through  Compliance  2000  or  similar  efforts  to  develop  industry- 
specific  defuiitions  of  an  employcc-and.  if  possible,  additional  administrative  safe  harbors,  as 
well.  While  the  Compliance  2000  process  might  not  work  as  well  as  it  does  now  if  the 
iiKentives  for  misclassification  described  above  are  retained  in  H.R.  3600,  the  process  is 
promising  enough  that  it  should  be  continued. 

b.         Section  530 

H.R.  3600  makes  a  number  of  specific  changes  to  section  530  of  the  Revenue  Act  of 
1978.  As  noted  above,  the  Tax  Section  supports  some  of  those  changes.  However,  it  does  not 
believe  that  the  IRS  should  be  able  to  terminate  an  employer's  reliance  on  section  530  unilateral- 
ly, simply  by  notifying  the  employer  of  that  fact,  until  it  has  issued  general  guidance  that  better 
defmes  an  employee.  By  contrast,  the  Tax  Section's  1992  and  1993  testimony  proposed  that  the 
IRS  be  allowed  to  terminate  an  employer's  reliance  only  on  the  prior-audit  safe  harbor  under 
section  530.  We  are  also  concerDed  that  H.R.  3600  literally  would  permit  the  IRS  to  send 
notices  to  all  employers  in  the  country  terminating  their  reliance  on  that  section  without  an  audit 
or  any  other  conuct. 

Finally,  if  the  special  tax  treatment  permitted  under  section  530  is  to  be  extended  to  the 
worker  as  well  as  the  service-recipient,  we  believe  that  the  service-recipient  should  be  required 
to  notify  the  worker  of  its  reliance  on  that  provision,  and  explain  the  tax  and  other  rules  that 
apply  to  the  worker  as  an  independent  contractor.  The  ABA's  1982  legislative  recommendation 
included  such  a  requirement. 
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c.  Information  return  penalties 

H.R.  3600  would  increase  the  penalty  for  failing  to  report  some  or  all  of  a  payment  made 
to  an  independent  contractor  on  Form  1099  to  the  greater  of  $50  or  five  percent  of  the  amount 
involved.  Since  a  worker  who  knows  that  a  payment  has  been  reported  to  the  IRS  is  more  likely 
to  include  the  payment  in  income  when  he  or  she  files  his  or  her  income  tax  return  and  pays  the 
tax,  the  Section  of  Taxation  has  previously  endorsed  the  concept  of  enhanced  information 
reporting  penalties.  As  noted  above,  the  ABA's  1982  legislative  recommendation  urged 
Congress  to  increase  the  penalty  authorized  by  the  Code  for  a  failure  to  file  an  information 
remm  with  respect  to  payments  to  an  independent  contractor  from  $10  (the  rate  applicable  in 
1982)  to  $50  for  the  first  failure.  The  legislative  recommendation  also  urged  Congress  to  enact 
an  enhanced  penalty  for  a  failure  to  file  information  returns  occurring  after  the  initial  assessment 
of  the  information  return  reporting  penalty. 

In  1982,  Congress  did  increase  the  p>enalty  rate  applicable  to  a  failing  to  file  a  required 
information  return  from  $10  to  $50.  Then,  in  1989,  the  In^roved  Penalty  Administration  and 
Compliance  Tax  Act  ("IMPACT")  substantially  revised  the  entire  information  reporting  regime 
to  encourage  prompt  remedial  action,  to  provide  a  de  minimis  rule,  and  to  establish  a  lower 
maximum  peiialty  for  small  businesses.  IMPACT  also  preserved  and  recodified  the  special 
penalty  rules  applicable  to  intentional  disregard  of  the  information  reporting  requirements,  which 
generally  impose  a  penalt>  of  the  greater  of  $1(X)  or  a  designated  percentage  of  the  amount 
required  to  be  reported  depending  on  the  information  reporting  requirement  involved. 

Under  H.R.  3600.  the  enhanced  penalty  for  a  failure  to  comply  with  the  information 
reporting  requirements  would  not  apply  if  there  is  "substantial  compliance"  as  defined  by  stamte. 
In  addition,  the  provisions  enacted  by  IMPACT  to  encourage  prompt  correction,  to  provide  an 
exception  for  de  minimis  failures,  and  to  lower  the  maximum  penalty  applicable  to  small 
businesses  apparently  would  still  apply  to  independent  contractor  information  reporting. 

The  enhanced  penalty  apparently  would  apply  only  to  information  returns  required  to  be 
filed  with  the  Service  and  not  to  a  failure  to  furnish  correct  payee  statemenU  under  section  6722 
of  the  Code.  Since  notif>mg  the  payee  that  amounts  have  been  reported  to  the  IRS  is  a  very 
impwrtant  stimulus  to  proper  reportmg  by  the  payee,  we  believe  that  the  section  6722  penalty 
should  be  considered  carefully  in  the  context  of  any  new  penalty  strucmre  in  this  area. 

In  the  past,  the  Tax  Section  has  supported  proposals  to  increase  the  penalty  for  failure 
to  file  a  required  information  renim  with  respect  to  an  independent  contractor  in  the  context  of 
other  proposals  that  would  reduce  the  risk  of  large  retroactive  tax  assessments  when  workers  are 
reclassified  as  employees.  Thus,  in  connection  with  the  changes  made  by  H.R.  3600,  Congress 
should  consider  reducing  the  amount  assessable  under  section  3509  of  the  Code  for  misclassifi- 
cation  of  workers  at  the  same  time,  unless  the  misclassification  is  attributable  to  intentional 
disregard  for  rules  or  regulations.  In  the  alternative.  Congress  should  permit  taxpayers  that  have 
misclassified  their  workers  (but  without  intentional  disregard  of  rules  or  regulations)  to  agree 
with  the  IRS  to  reclassify  workers  as  employees  prospectively,  rather  than  litigate  the  classifica- 
tion issue  for  prior  periods. 

d.  Admuu?ffat>i|jtY 

Obviously,  administrative  simplicity  is  an  important  goal  of  any  health  reform  proposal. 
Although  the  Tax  Section  is  sympathetic  to.  and  generally  supports,  the  Administration's 
decision  in  H.R.  3600  to  apply  the  same  definition  of  an  employee  (including  the  special  rules 
of  section  530)  for  employment.  iiKome  and  health  insurance  purposes,  it  is  important  to 
remember  that  uniformity  is  only  one  element  of  the  simplicity  and  administrability  of  a 
definition.  Uniformity  would  not  be  worth  the  price  if  it  came  at  the  cost  of  an  excessively 
complicated  or  biased  definition  of  employee.  Thus,  we  are  concerned  by  the  bewildering 
number  of  government  agencies  that  would  have  a  role  in  determining  whether  a  worker  is  an 
employee.  As  H.R.  3600  is  now  written,  the  Department  of  Labor,  state  governments,  and 
regional  alliances  all  would  have  roles  in  enforcing  the  employer  mandate  and  in  determming 
whether  the  small-employer  premium  discount  is  available,  while  the  IRS  would  continue  to 
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enforce  the  income  and  employment  tax  provisions  of  the  Code.  Unless  their  enforcement 
effoits  are  closely  coordinated,  and  one  agency-presumably  the  IRS~is  given  final  authority  to 
detennine  how  the  definition  of  employee  applies  in  a  particular  situation,  multiple,  conflicting 
interpretations  of  the  definition  will  develop,  increasing  rather  than  decreasing  employers' 
administrative  burden,  and  reducing  the  ability  of  even  the  most  compliant  taxpayers  to  rely  on 
determinations  made  by  a  single  agency. 

We  have  similar  concerns  about  the  administrative  complexity  of  the  premium-collection 
process  under  H.R.  3600.  The  bill  provides  little  detail  on  this  issue  and,  unlike  the  Code,  does 
not  even  delegate  authority  to  one  agency  to  develop  rules.  To  minimize  the  administrative 
burden  on  the  government  and  those  who  are  required  to  contribute,  any  collection  procedures 
should  be  integrated  to  the  extent  possible  with  whatever  existing  collection  procedures  they  most 
closely  resemble.  Since  H.R.  3600  requires  premiums  to  be  collected  relatively  frequently,  this 
might  be  the  federal  tax  deposit  system.  In  this  regard,  we  hope  that  political  concerns  over 
what  is  or  is  not  characterized  as  a  tax  for  budget  purposes  will  not  prevent  the  adoption  of  the 
best  rules. 

It  is  also  important  that  the  premium-payment  requirements  in  H.R.  3600  be  adequately 
enforced.  First,  increases  in  the  size  of  the  economic  burden  for  employment  taxes  and 
mandatory  health  insurance  premiums  might  well  increase  the  number  of  en^loyers  and 
employees  who  seek  to  escape  the  tax  and  health  system  entirely  by  simply  not  reporting  their 
relationship.  This  "underground  economy*  presents  a  larger  problem  than  misclassification,  and 
one  that  cannot  be  addressed  through  misclassification  audits  or  changes  to  the  rules  for 
classifying  workers.  This  problem  may  be  even  more  acute  in  the  health  care  context  than  the 
employment  tax  context,  since,  unlike  the  social  security  system,  individuals  with  no  work 
history  would  still  be  entitled  to  benefits.  Second,  failure  adequately  to  enforce  the  requirement 
that  independent  contractors  pay  premiums  on  the  same  basis  as  employers  and  employees  would 
create  an  additional  incentive  to  misclassify  workers  as  independent  contractors.  Balancing  these 
concerns  against  the  need  to  protect  businesses  and  individuals  against  excessive  penalties  or 
large  retroactive  assessments  is  an  issue  that  arises  frequently  in  the  employment  tax  area.  It 
may  be  that,  even  if  the  premium-collection  process  under  H.R.  3600  is  not  enforced  by  the 
IRS,  rules  similar  to  the  rules  in  the  employment  tax  area,  such  as  section  530,  should  apply  to 
the  collection  of  premiums. 

EMPLOYMENT  TAX  TREATMENT  OF  S  CORPORATION  SHAREHOLDERS  AND 
LIMITED  PARTNERS 

A.        Overview 

Under  H.R.  3600,  any  individual  who  owns  more  than  2  percent  of  the  stock  of  an  S 
corporation  that  has  a  service-related  business  and  who  materially  participates  in  the  business 
would  be  treated  as  having  'net  earnings  from  self  employment"  equal  to  the  shareholder's 
distributive  share  of  the  S  corporation's  income  from  the  service-related  business.  A  similar  rule 
would  be  provided  for  limited  partners  who  materially  participate  in  a  partnership.  The 
proposed  legislation  is  intended  as  an  anti-abuse  provision  aimed  at  preventing  manipulation  to 
raise  revenue  and  to  minimiyf  the  impact  of  the  payroll-based  premium  discount  rules. 


The  Section  of  Taxation  is  concerned  that  the  proposed  anti-abuse  legislation  introduces 
unnecessary  complexities  and  arbitrary  determinations  in  an  area  where  a  simplified  facts-and- 
circumstances  approach  seems  more  a^ropriate.  The  proposed  legislation  effectively  ignores 
the  fact  that  even  service-related  businesses  may  require  significant  capital  investment  for  which 
a  "non-wage"  type  of  return  may  be  appropriate  for  investor-participants.  The  "all-or-nothing" 
determiiution  of  net  earnings  from  self-employment  adopted  by  the  proposal  seems  unnecessarily 
extreme  for  its  purpose. 

There  presently  exist  rules  in  the  partnership  area  (sec.  704(e))  and  the  Subchapter  S  area 
(sec.  1366(e))  that  deal  with  the  imputation  of  reasonable  compensation  for  services  rendered 
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by  family  members.  A  general  extension  of  the  principles  of  those  provisions  to  all  S 
corporations  and  limited  partnerships  would  seem  to  be  appropriate  in  the  context  of  the 
proposed  health  care  legislation. 

Under  the  approach  here  advocated,  the  distributive  share  of  any  S  corporation 
shareholder  or  limited  partner  who  provides  services  to  or  on  behalf  of  the  entity  in  which  he 
or  she  is  a  participant  would  be  required  to  include  a  reasonable  amount  (which  would  be  up  to 
100  percent)  that  would  be  designated  as  compensation  for  such  services.  The  adoption  of  such 
a  rule  would  be  likely  to  encourage  agreement  on  specific  reasonable  compensation  for  all  true 
service-provider-participants,  at  least  where  unrelated  parties  are  involved  in  the  venture.  Where 
no  agreement  is  reached,  or  where  family  members  are  involved,  some  portion  or  all  of  the 
participant's  distributive  share  would  be  deemed  to  constitute  reasonable  compensation.  What 
is  reasonable  in  any  given  case  would  be  determined  on  a  facts-and-circumstances  basis. 

The  foregoing  approach  would  have  the  advantage  of  being  able  to  draw  on  existing  rules 
and  precedents  for  determining  "reasonable  compensation."  It  would  eliminate  the  need  to 
determine  at  the  threshold  what  constitutes  "material  participation"  in  the  activities  of  the  entity, 
a  requirement  for  which  there  is  no  direct  precedent.  It  would  further  eliminate  the  proposed 
distinction  between  pure  "service-related"  businesses  and  other  businesses,  thereby  removing  the 
temptation  for  entities  engaged  in  both  types  of  businesses  to  shuffle  their  affairs  so  as  to 
minimize  their  liabilities  under  the  proposed  legislation.  Finally,  it  would  drop  as  unnecessary 
the  proposed  2-percent-shareholder  requirement  for  S  corporation  participants. 

If  the  approach  here  advocated  is  adopted,  consideration  might  be  given  to  extending  the 
same  rules  to  general  partnerships  as  well. 

CONCLUSION 

The  proposed  changes  in  the  definition  of  employee  for  employment  tax  and  other 
purposes,  the  proposed  change  in  the  definition  of  self-employment  income  for  S  corporation 
shareholders,  and  related  employment  tax  provisions  of  H.R.  3600  raise  important  issues  of  tax 
and  health  policy  and  administration  that  deserve  careful  attention  by  Congress.  We  hope  that 
our  comments  today  have  been  helpful,  and  we  will  be  pleased  to  assist  the  Subconunittee  and 
its  staff  further  in  any  way  we  can. 


Thomas  D.  Terry 
Chair-elect,  Tax  Section 
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Chairman  Rangel.  Mr.  Strubberg. 

STATEMENT  OF  LEROY  A.  STRUBBERG,  CHAIR,  FEDERAL 
TAXATION  COMMITTEE,  NATIONAL  SOCIETY  OF  PUBLIC 
ACCOUNTANTS 

Mr.  Strubberg.  Good  morning.  My  name  is  Leroy  Strubberg  and 
I  am  testifying  today  representing  the  National  Society  of  Public 
Accountants  as  its  chairman  of  the  Federal  Taxation  Committee. 
On  behalf  of  our  20,000  members  serving  over  5  million  small  busi- 
nesses and  individuals,  we  would  like  to  express  concern  with  two 
elements  of  President  Clinton's  Health  Security  Act. 

First,  I  would  like  to  point  out  potential  problems  with  subjecting 
S  corporations'  net  income  from  services  to  self-employment  taxes. 
Following  this,  I  would  like  to  discuss  improvements  to  President 
Clinton's  proposed  solutions  to  the  employee  independent  contrac- 
tor's dispute. 

As  accountants  to  America's  small  business,  our  members  can 
see  two  reasons  why  S  corporations'  service  income  should  not  be 
subject  to  self-employment  tax. 

First,  subjecting  S  corporations'  net  income  to  self-employment 
tax  violates  the  congressional  intent  behind  the  creation  of  S  cor- 
poration status.  In  addition,  the  imposition  of  this  tax  could  have 
a  disastrous  effect  on  small  business  and  their  shareholders.  Con- 
gress created  the  sub-S  selection  in  order  to  bridge  the  gap  between 
partnerships  and  a  corporation. 

We  often  hear  that  an  S  corporation  acts  like  a  corporation  but 
gets  taxed  like  a  partnership.  But  the  fact  remains  that  the  income 
earned  by  an  S  corporation  is  corporate  income,  not  individual  in- 
come. 

Unlike  partnerships  and  sole  proprietorships,  S  corporations  are 
required  to  treat  a  portion  of  their  payments  to  officer  shareholders 
as  wages.  To  legislate  that  working  for  a  corporation  constitutes 
self-employment  would  cause  a  shift  in  one  of  the  basic  principles 
of  corporate  law  and  accounting,  and  would  have  implications  far 
beyond  the  Tax  Code. 

The  most  important  problem  this  proposal  would  cause  would  be 
the  effect  on  the  bottomline  of  American  small  business.  While  I 
will  not  repeat  the  example  in  our  written  statement,  I  would  ask 
that  you  remember  how  regressive  this  tax  is.  Small  service  cor- 
porations that  have  just  begun  operations  and  elected  the  sub-S 
treatment  and  are  being  taxed  at  the  15  percent  level  could  see 
their  obligation  almost  double  in  1  year. 

Under  this  proposal,  higher  income  taxpayers  already  fulfill  their 
Social  Security  obligations  through  wage  withholding  leaving  their 
S  corporation's  income  tax  at  only  the  2.9  percent. 

Finally,  today  I  would  like  to  speak  on  the  issue  of  classifying 
employees  and  independent  contractors.  As  accountants,  our  mem- 
bers do  agree  that  written  rules  could  benefit  the  system,  however, 
we  cannot  agree  with  the  broad  authority  given  to  the  IRS  under 
the  current  proposal.  The  debate  over  employment  classification 
has  been  carried  on  for  decades  now.  Throughout  that  time,  the 
IRS  has  consistently  fought  the  issue  of  independent  contractor  sta- 
tus for  a  very  good  reason.  Workers  who  have  income  tax  withheld 
are  more  likely  to  comply  with  their  tax  obligations. 
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If  the  IRS  drafts  regulations  as  the  President's  plan  currently 
would  empower  it  to  do,  you  risk  seeing  the  independent  contractor 
status  crippled  by  bureaucrats  whose  primary  goal  is  tax  compli- 
ance. NSPA  recommends  the  following  two  steps  to  improve  the  ef- 
fectiveness of  the  classification  in  this  package. 

First,  allow  existing  safe  harbors  to  continue  unchanged.  Second, 
provide  more  background  to  the  IRS  on  Congress'  intent  on  clari- 
fication. Make  clear  that  the  task  involves  more  than  increasing 
compliance,  but  also  balancing  the  need  for  increased  compliance 
against  the  legitimate  needs  of  the  business  community. 

The  current  language  recommending  that  classification  regula- 
tions should  follow  the  intent  of  common  law  is  insufficient  because 
current  common  law  is  so  muddled  that  no  one  can  determine  its 
intent. 

In  the  past,  the  IRS  has  demonstrated  a  clear  preference  for  in- 
terpreting the  common  law  to  reclassify  independent  contractors  as 
employees. 

I  would  like  to  thank  the  Chairman  and  the  subcommittee  for 
this  opportunity  to  testify.  We  hope  that  you  will  consider  our  com- 
ments and  we  would  be  happy  to  assist  you  with  any  information 
that  you  might  deem  necessary. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  LEROY  A.  STRUBBERG 

CHAIR,  FEDERAL  TAXATION  COMMITTEE 

NATIONAL  SOCIETY  OF  PUBLIC  ACCOUNTANTS 

ZMTRODDCTION 

Good  afternoon.  My  name  is  Leroy  Strubberg  and  I  am 
testifying  today  representing  the  National  Society  of  Public 
Accountants  (NSPA)  in  my  capacity  as  Chairman  of  the  Society's 
Federal  Taxation  Committee.  Our  20,000  members  would  like  to  thank 
this  Subcommittee  for  the  opportunity  to  be  heard  on  the  critical 
issue  of  health  care.  On  behalf  of  our  members  and  the  5  million 
small  businesses  and  individuals  they  serve,  I  would  like  to 
express  concern  with  two  elements  of  President  Clinton's  Health 
Security  Act.  First,  I  would  like  to  point  out  potential  problems 
with  subjecting  S  corporation  net  income  from  services  to  self- 
employment  taxes.  Following  this,  I  would  like  to  discuss 
alternatives  to  President  Clinton's  proposed  solution  to  the 
employee/ independent  contractor  dispute. 

Z.   SUBCHAPTER  S  INCOME  SUBJECTED  TO  SELF-EMPLOYMENT 

From  their  viewpoint  as  the  accountants  to  America's  small 
businesses,  our  members  can  see  three  reasons  why  S  corporation 
service  income  should  not  be  subject  to  self -employment  tax. 
First,  subjecting  S  corporation  net  income  to  self-employment  taxes 
violates  the  Congressional  intent  behind  the  creation  of  S 
corporation  status.  Furthermore,  an  S  corporation  shareholder  does 
not  unduly  burden  the  system  by  not  paying  Social  Security  taxes 
because  that  shareholder's  Social  Security  withdrawals  will  be 
based  on  his  or  her  contributions.  Finally,  the  imposition  of  this 
tax  could  have  disastrous  effects  on  small  businesses  and  their 
shareholders. 

A.   Congressional  Intent 

Congress  created  the  subchapter  S  election  in  order  to  bridge 
the  gap  between  a  partnership  and  a  corporation.  While  many  often 
generalize  that  an  S  corporation  acts  like  a  corporation  but  gets 
taxed  like  a  partnership,  the  fact  remains  that  the  income  earned 
by  an  S  corporation  is  corporate  income,  not  individual  income. 
Individuals  collect  that  income  as  a  result  of  their  efforts  on 
behalf  of  a  separate  entity,  not  as  a  result  of  self -employment. 
Unlike  partnerships  and  sole  proprietorships,  S  corporations  are 
required  to  treat  a  portion  of  their  payments  to  officer- 
shareholders  as  wages.  These  allocations  lead  to  Social  Security 
obligations  on  the  part  of  the  taxpayer  and  the  corporation.  To 
legislate  that  working  for  a  corporation  constitutes  self- 
employment  would  cause  a  shift  in  one  of  the  basic  tenets  of 
corporate  accounting  and  the  law  of  corporations  that  could  have 
implications  far  beyond  the  tax  code. 

B.   Systemic  Burden 

Beyond  the  technicalities  of  corporate  identity  lies  the  fact 
that  the  benefit  individuals  receive  from  Social  Security  is 
proportional  to  their  contribution.  Subchapter  S  shareholders  are 
currently  entitled  to  receive  less  from  Social  Security  by  virtue 
of  the  fact  that  they  contribute  less  to  the  fund.  While 
subjecting  S  corporation  income  to  self -employment  tax  now  may 
temporarily  boost  the  coffers,  the  system  will  nevertheless  face  an 
increased  burden  when  affected  shareholders  retire. 

C.   Damage  to  Small  Business 

The  most  important  problem  that  this  proposal  would  cause, 
however,  will  not  be  its  violation  of  congressional  intent  or  its 
increased  burden  on  the  system.  The  most  serious  consequence  of 
subjecting  S  corporation  income  to  self-employment  taxes  will  be 
the  effect  on  the  bottom  line  of  America's  small  businesses.  My 
main  purpose  for  being  here  today  is  to  share  my  views  as  a  tax 
practitioner  on  the  front  lines  in  middle  America.  I  believe  the 
following  two  examples  should  illustrate  the  smothering  effect  that 
this  legislation  will  have  if  enacted. 
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Let's  talk  about  two  eurchitects,  a  husband  and  wife.  Stanley 
and  Marilyn  file  jointly  and  both  work  as  employees  as  1994  begins. 
Assume  for  the  sake  of  this  example  that  all  rates,  exemptions,  and 
standard  deductions  applicable  for  tax  year  1993  apply  in  each  year 
of  the  example.  Towards  the  end  of  1994,  Stanley  is  laid  off. 
After  consulting  with  professionals,  he  decides  to  follow  his  dreeun 
and  open  his  o%ni  firm,  operating  as  an  S  corporation.  He  and 
Meurilyn  split  the  stock  50/50.  The  business  opens  and  he  finds 
himself  swamped.  After  careful  consideration,  she  decides  to  leave 
her  job  emd  work  with  the  business  as  well. 

In  1995,  the  business  nets  $37,500.  On  the  advice  of  their 
accountant,  the  corporation  has  paid  them  each  $15,000  per  year  in 
salary.  This  salary  and  the  related  payroll  expenses  are  reflected 
in  the  net  corporate  income  flowing  through  to  Stanley  and  Marilyn. 

For  1995,  their  1040  will  show  $30,000  of  wage  income  and 
$37,500  on  Schedule  E  as  income  flowing  through  from  the  S 
corporation.  For  simplicity,  we'll  assume  no  adjustments  to 
income,  leaving  em  adjusted  gross  income  (AGI)  of  $67,500  for  the 
couple.  Assuming  a  standard  deduction  of  $6,200  and  personal 
exemptions  of  $4,700  (2,350  x  2),  Stemley  and  Marilyn  have  taxable 
income  of  $56,600.  Their  income  tax  obligation  for  1995,  again 
using  1993  rates  for  this  example,  would  be  $11,051. 

In  addition,  during  the  course  of  the  year,  Stanley  and 
Marilyn  would  each  have  contributed  $1,148  directly  to  Social 
Security  through  payroll  withholding,  or  $2,296  total  for  the 
couple.  Their  flow-through  income  from  the  company  would  be 
reduced  by  $2,296  as  a  result  of  the  corporation's  share  of  the 
Social  Security  obligation.  Their  salaries  in  1995  would  create  a 
total  Social  Security  burden  on  them  of  $4,592. 

Now  let's  move  forward  to  1996.  Stanley  and  Marilyn  have  seen 
their  business  reach  a  plateau  and  their  income  numbers  are 
identical  to  1995,  $30,000  in  salary  and  $37,500  in  S  corporation 
net  income  to  the  couple.  Assuming  again  that  all  rates  and 
exemptions  have  remained  the  same  and  using  1993  rates  and 
exemptions  for  the  purpose  of  this  example,  the  only  difference  in 
the  couple's  tax  burden  will  be  the  imposition  of  the  new  self- 
employment  tax  on  S  corporation  net  incomes. 

Stanley  and  Marilyn  will  each  fill  out  a  schedule  SE  showing 
the  income  from  their  respective  shares  in  the  corporation.  The 
calculation  of  self -employment  tax  works  out  to  $5,298  for  the 
couple.  One-half  of  this  amount,  $2,649,  is  an  adjustment  to  their 
gross  income  on  the  front  of  the  1040,  leaving  them  with  an  AGI  of 
$64,851.  Given  the  same  exemptions  and  deductions  from  the  prior 
year,  their  taxable  income  would  wind  up  at  $53,951.  Income  tax 
payable  on  this  amount  would  equal  $10,309.  Their  total  liability 
now  includes  the  $5,298,  meJcing  their  total  owed  on  April  15,  1997, 
$15,607.  This  will  create  a  41%  jump  in  their  1040  tax  liability 
from  1995  to  1996.  In  addition,  they  will  continue  to  bear  the 
same  Social  Security  burden  on  their  wage  payments  as  they  did  in 
1995. 

At  the  other  end  of  the  spectrum,  let's  talk  about  Jack,  a  25% 
S  corporation  shareholder  who  is  retiring  after  serving  as  an 
officer  for  many  years  and  working  daily  for  the  corporation. 
Having  drawn  a  salary  from  the  company  for  many  years,  he  now 
retires  at  65,  planning  that  the  income  stream  from  his  S  stock  and 
his  Social  Secvirity  will  carry  him  through  his  golden  years. 

Let's  assume  that  he  hands  the  business  over  to  his  kids  and 
continues  to  live  nearby.  The  kids  need  constant  guidance,  so  Jack 
continues  to  go  into  the  office  often  and  help  out.  At  the  end  of 
1996,  his  accountant  tells  him  that  his  continued  work  with  the 
company  constituted  material  participation.  He  now  faces 
additional  self-employment  tax  and  the  loss  of  Social  Security 
benefits  that  he  had  coiinted  on  as  part  of  his  retirement  income. 
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From  these  exaunples,  I  hope  you  can  see  the  potential  danger 
involved  in  sxibjecting  S  corporation  net  income  to  self -employment 
taxes.  At  a  minimum,  you  run  the  risk  of  smothering  growing 
businesses  and  of  decimating  the  retirement  income  of  S  corporation 
shareholders . 

II.   EMPLOYEES  AHD  IHDEPEMDEMT  CONTRACTORS 

Finally  today,  I  would  like  to  speak  on  the  issue  of 
classifying  employees  and  independent  contractors.  NSPA  agrees 
that  the  time  has  come  to  resolve  this  issue  and  we  commend 
President  Clinton  for  recognizing  the  need  to  clarify  this 
situation.  We  also  agree  with  the  statements  of  Treasury  Secretary 
Bentsen  that  a  separate  system  of  classification  for  health  care 
and  for  employment  taxes  would  be  impractical.  He  cannot  agree, 
however,  with  the  proposal's  current  plan  to  resolve  this  issue  by 
allowing  the  Internal  Revenue  Service  to  draft  regulations  defining 
employees  and  independent  contractors  without  any  substantive 
guidance  from  Congress. 

The  debate  over  employment  classification  has  carried  on  for 
decades  now.  Throughout  that  time  period,  the  IRS  has  consistently 
fought  to  limit  the  use  of  independent  contractor  status,  and  for 
a  very  good  reason.  Workers  who  have  income  tax  withheld  from 
their  pay  are  far  more  likely  to  comply  with  their  overall  tax 
obligations.  This  leads  the  IRS  to  seek  classification  of 
business  relationships  as  employer/employee.  If  the  Internal 
Revenue  Service  drafts  regulations  as  the  president's  plan 
currently  would  empower  it  to  do,  you  risk  seeing  the  independent 
contractor  status  decimated  by  bureaucrats  whose  primary  goal  is 
tax  compliance.  This  will  hinder  the  expansion  of  many  small 
businesses,  which  rely  on  independent  contractors  to  help  their 
businesses  grow. 

NSPA  recommends  the  following  two  steps  to  improve  the 
effectiveness  of  classification  in  this  package.  First,  allow 
existing  safe  harbors  to  continue  unchanged.  Most  businesses  have 
planned  their  operations  for  many  years  based  on  these  rules  and  a 
sudden  change  now  would  have  a  traumatic  effect  on  their  bottom 
lines. 

Second,  provide  more  background  to  the  Internal  Revenue 
Service  on  Congress'  intent  relative  to  classification.  Make  clear 
that  this  task  involves  more  than  just  increasing  compliance,  but 
also  balancing  the  goal  of  proper  classification  against  the 
legitimate  needs  of  the  business  community.  The  current  language 
recommending  that  classification  regulations  should  follow  the 
intent  of  the  current  common  law  is  insufficient  in  this  regard 
because  the  current  common  law  is  so  muddled  that  no  one  can 
determine  its  intent.  In  addition,  the  IRS  has  demonstrated  a 
clear  preference  for  interpreting  the  intent  of  the  current  common 
law  to  be  reclassification  of  independent  contractors  as  employees. 

CONCLUSIOH 

In  conclusion,  I  would  like  to  again  thank  the  Chairman  and 
the  Subcommittee  for  this  opportunity  to  testify.  We  hope  that  you 
will  consider  our  comments  and  we  would  be  happy  to  assist  with  any 
further  information  that  you  might  deem  necessary. 
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Chairman  Rangel.  Mr.  Willett. 

STATEMENT  OF  CRAIG  WILLETT,  CERTIFIED  PUBLIC 
ACCOUNTANT,  CRAIG  WILLETT  &  ASSOCIATES,  PROVO, 
UTAH,  ON  BEHALF  OF  THE  NATIONAL  FEDERATION  OF 
INDEPENDENT  BUSINESS 

Mr.  Willett.  Thank  you  for  your  invitation  to  testify  before  you 
today.  My  name  is  Craig  Willett.  I  am  a  CPA  from  Provo,  Ut£ih, 
and  am  an  active  member  of  the  National  Federation  of  Independ- 
ent Business. 

The  proposed  Health  Security  Act  has  a  provision  to  give  the 
Treasury  Department  the  authority  to  determine  a  worker's  status. 
Giving  the  Treasury  this  authority  will  make  many  companies  re- 
consider their  use  of  independent  contractors  because  of  the  poten- 
tial worker  reclassification  and  the  resulting  penalties. 

We  have  heard  many  theoretical  arguments  here  today.  I  would 
like  to  give  you  a  couple  of  real  life  examples  of  the  impacts  this 
proposed  legislation  will  have  on  some  of  my  clients. 

I  have  two  clients  in  particular  for  whom  this  has  been  an  issue 
this  year.  One  of  my  clients  is  a  computer  software  developer  and 
it  uses  some  independent  contractors  in  addition  to  its  employee 
programmers.  The  programmers  use  their  own  equipment,  time, 
and  facilities  to  produce  certain  portions  of  their  program,  although 
they  also  maintain  outside  client  bases  of  their  own. 

During  certain  periods  of  operation,  these  programmers  work  al- 
most exclusively  for  my  client.  For  that  period  of  time,  my  client 
could  be  reexamined  and  a  reclassification  and  redetermination  of 
employee  status  would  be  made.  Such  a  reclassification  would  be 
very  costly,  therefore  my  client  is  already  somewhat  hesitant  to  use 
independent  contractors. 

If  the  IRS  were  able  to  determine  and  define  a  worker's  classi- 
fication, the  company  would  be  forced  to  reconsider  its  use  of  inde- 
pendent contractors. 

The  management  of  this  company  feels  that  the  use  of  employees 
in  some  of  these  cases  is  a  very  poor  use  of  their  resources.  In  their 
experience,  employees  generally  take  two  to  three  times  as  long  to 
create  programs.  Productivity  would  decrease  dramatically  if  they 
were  forced  to  use  employees  rather  than  independent  contractors. 
According  to  the  company's  management,  independent  contractors 
are  contracted  for  a  specified  result  during  a  specified  time  at  a 
contracted  amount.  This  represents  an  efficient  use  of  the  compa- 
ny's resources.  The  free  market  system  increases  for  them  timing 
and  productivity.  These  two  factors,  timing  and  productivity,  are 
most  significant  in  determining  the  financial  success  of  my  client. 

This  company  has  negotiated  programming  contracts  and  is  seek- 
ing additional  funding  based  on  its  current  cost  structure.  Should 
the  Treasury  be  allowed  the  authority  to  completely  redefine  work- 
er classification,  this  company  would  be  faced  with  seeking  addi- 
tional capital  at  a  greater  cost  in  terms  of  control,  credibility  and 
rate. 

The  cost  of  their  product  development  could  double  due  to  higher 
costs  and  inefficiencies.  If  the  company  is  not  capable  of  raising  re- 
quired capital,  it  could  be  forced  to  cease  operations.  Most  compa- 
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nies  cannot  go  back  to  the  well  for  two  times  the  original  capital 
that  they  raised  without  giving  up  substantial  control. 

Another  client  of  mine  is  a  training  consultant  who  trains  many 
employees  at  large  companies  across  the  Nation.  One  of  the  compa- 
nies he  has  done  a  substantial  amount  of  work  for  during  the  past 
2  years  is  one  of  our  Nation's  largest  high  tech  companies.  This 
company  has  been  hesitant  to  renew  its  contract  with  my  client  be- 
cause of  the  substantial  penalties  associated  with  worker  reclassi- 
fication and  the  uncertainty  of  the  definitions  in  the  Health  Secu- 
rity Act. 

My  client  is  legally  blind  and  derives  a  substantial  amount  of  his 
income  from  contracts.  He  fears  that  the  hesitancy  of  this  company 
to  renew  his  contract  will  not  be  an  isolated  event.  In  fact,  he  fears 
that  the  granting  of  the  authority  for  worker  classification  to  the 
Treasury  Department  will  be  devastating  to  his  business  and  his 
income. 

Currently,  my  client  has  hired  three  part-time  employees.  He  is 
now  faced  with  dismissing  these  employees  and  is  faced  with  the 
uncertainty  of  the  future  growth  of  his  business.  He  certainly  has 
no  plans,  given  the  proposed  legislation,  to  grant  the  authority  to 
the  Treasury  Department  to  grow  his  business  any  further. 

I  feel  that  granting  the  authority  to  the  Treasury  Department 
will  reduce  productivity  in  our  Nation's  economy,  increase  costs, 
and  decrease  profitability.  The  Nation's  largest  companies  have 
just  downsized  and  have  displaced  much  of  their  middle  manage- 
ment. This  group  of  former  employees  represents  a  premiere  can- 
didate of  being  independent  contractor  consultants.  This  group  of 
employees  and  these  practices  are  the  embryo  of  tomorrow's  em- 
ployers and  profitable  companies.  The  law  as  it  currently  stands 
now  works,  although  it  is  flawed.  The  20  point  common-law  test 
coupled  with  section  530  allows  for  a  two-way  street.  The  proposed 
legislation  grants  too  much  authority  to  the  Treasury  Department 
and  would  decrease  the  flexibility  necessary  for  a  free  market  econ- 
omy to  function  effectively.  Flexibility  needs  to  remain  in  the  sys- 
tem and  allow  for  the  greatest  productivity  possible  in  our  econ- 
omy. Flexibility  is  one  of  the  hallmarks  that  has  made  America  an 
economic  giant. 

The  20  common-law  rules  and  section  530  provide  the  flexibility 
necessary  to  allow  businesses  the  freedom  they  need  to  function. 
This  freedom  and  flexibility  should  not  be  further  prohibited  by 
granting  the  Treasury  Department  the  full  authority  to  redefine 
worker  classification.  As  I  have  illustrated  using  the  real  life  exam- 
ples of  some  of  my  clients,  who  are  not  alone,  the  Health  Security 
Act's  provisions  granting  the  Treasury  Department  a  one-way 
street  will  result  in  fewer  employers  willing  to  use  independent 
contractors  and  will  have  a  devastating  effect  on  independent  con- 
tractors themselves  and  therefore  our  economy. 

Thank  you. 

Chairman  Rangel.  Thank  you. 

Mr.  Satagaj. 
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STATEMENT  OF  JOHN  S.  SATAGAJ,  PRESmENT,  SMALL 
BUSINESS  LEGISLATIVE  COUNCIL 

Mr.  Satagaj.  Thank  you,  Mr.  Chairman.  My  name  is  John 
Satagai.  I  am  the  president  of  the  Small  Business  Legislative 
Council.  We  have  been  here  many  times  before  to  talk  about  this 
subject  and  here  we  go  again. 

I  want  to  say  before  my  substantive  comments,  we  have  been 
long-time  supporters  of  comprehensive  health  care  reform.  We  have 
worked  with  this  committee.  We  have  worked  with  this  administra- 
tion, and  I  want  to  make  it  perfectly  clear  that  our  comments  don't 
reflect  our  views  on  the  health  care  reform.  It  is  an  absolute  shame 
and  a  travesty  that  this  particular  provision  is  in  this  bill  because 
it  does  great  harm  to  the  tremendous  efforts  this  administration 
has  done  in  promoting  health  care  reform. 

We  are  very  troubled  by  these  provisions  for  several  reasons.  Let 
me  take,  first,  section  7303.  This  is  the  section  we  heard  much  talk 
about  earlier  that  makes  changes  to  section  530  and  some  safe  har- 
bors. We  keep  talking  about  these  safe  harbors.  I  will  tell  you  what 
has  been  done  in  this  bill  would  make  the  U.S.  military  proud. 

I  think  of  the  Persian  Gulf  when  we  saw  those  laser  missiles 
going  down  the  smokestacks.  The  drafting  of  this  legislation  was 
accomplished  with  perfect  surgical  precision.  It  hit  tne  target.  It 
took  out  schools.  It  took  out  the  radio  station.  It  took  out  the 
bridges.  It  is  a  complete  attack  on  the  use  of  independent  contrac- 
tors by  small  business,  and  extremely  effective. 

The  prior  audit  rule  was  discussed  earlier  today  about  how  un- 
fair it  is  that  people  can  go  through  an  audit,  maybe  the  issue 
wasn't  brought  up  and  the  taxpayers  get  off  clean.  But  that  doesn't 
say  two  other  things  about  the  situation.  One  is,  if  you  change  the 
rule,  you  are  saying  the  taxpayers  should  be  penalized  if  the  gov- 
ernment isn't  doing  its  job  to  find  what  should  be  examined  in  the 
audit  to  begin  with.  And  second,  I  heard  it  said  here  today  that  a 
small  business  would  actually  welcome  an  audit  on  some  other 
area  so  it  could  get  through  clean  on  an  employment  tax  audit.  I 
ask  any  of  you,  show  me  the  first  small  business  that  is  calling  up 
the  IRS  to  get  an  audit  on  anything.  It  just  "ain't"  happening. 

If  you  go  through  the  proposed  changes  to  those  safe  harbors: 
Reasonable  basis;  industry  practice;  prior  audit;  and  prior  rulings; 
you  will  see  that  the  proposal  makes  very  significant  changes.  But 
what  really  bothers  me  about  it,  and  why  I  have  asked  myself  at 
least  1,000  times  since  October  what  is  this  all  about,  is  under  the 
current  section  530,  under  the  current  version,  the  only  way  you 
can  use  the  530  safe  harbors  is  if  you  have  never  treated  the  indi- 
vidual as  an  employee  or  never  treated  any  individual  in  a  similar 
position  as  an  employee. 

I  submit  to  you  what  businessowner  in  America  who  in  1993  or 
1994  can  say,  now,  because  health  care  is  coming  down  the  line, 
I  want  to  switch  my  people  to  independent  contractors  and  I  am 
going  to  avail  myself  of  the  protection  of  section  530.  None  of  them 
can  under  current  530.  Why  are  we  making  all  these  changes  to 
530  if  the  reason  is  to  prevent  gaming  of  the  health  care  system? 
It  doesn't  make  any  difference.  They  can't  use  530  now. 

The  only  people  that  will  be  affected  by  the  changes  are  people 
who  are  currently  using  independent  contractors  and  are  currently 
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using  530.  They  will  lose  some  of  the  protection  because  of  those 
nice  surgical  cnanges.  The  only  ones  to  be  affected  will  be  new 
businesses  that  don't  exist,  and  I  submit  to  you,  I  can't  believe  we 
would  be  doing  this  for  new  businesses  that  don't  exist  today. 

So  as  the  changes  to  section  7303,  I  just  can't  understand  why 
they  are  here  at  all  and  that  really  bothers  me  and  it  tells  me  a 
lot  about  tax  policy  more  than  health  care  policy.  As  to  section 
7301,  we  heard  it  said  today  that  the  Treasury  wants  the  authority 
to  write  the  rules  but  they  don't  expect  to  make  changes. 

If  any  of  you  are  going  back  to  your  district,  I  don't  care  whether 
you  are  Democrat,  Republican,  you  were  elected  with  80  percent  of 
the  votes  in  your  district,  I  will  be  happy  to  come  back,  I  would 
love  to  sit  in  the  meeting  when  you  go  before  your  small  business 
constituents  and  say,  the  Treasury  came  to  me  today  and  said  "we 
want  the  authority  to  write  the  rules  but  don't  worry,  we  are  not 
going  to  really  use  them." 

You  are  not  going  to  say  it  because  there  isn't  a  small  business 
in  America  who  can  believe  for  a  moment  that  you  can  give  this 
expansive  authority  to  the  Treasury  and  the  IRS  and  say:  "Don't 
worry,  we  are  going  to  take  care  of  it;  we  are  not  going  to  do  it." 

Final  point.  We  talk  about  legislative  history,  and  it  always 
scares  the  wits  out  of  me  when  we  talk  about  legislative  history. 
This  hearing  record  today  is  legislative  history.  I  heard  it  said  sev- 
eral times  today  that  we  are  not  changing  the  statutory  exemp- 
tions, and  that  in  fact  is  true  and  a  very  good  thing. 

Direct  sellers  and  the  real  estate  industry  who  are  currently  pro- 
tected will  continue  to  be  protected  under  these  rules.  That  is 
great.  But  what  is  implied  by  the  six  or  seven  references  today,  is 
that  there  are  a  lot  of  statutory  exemptions  and  those  two  men- 
tioned happen  to  be  two  of  them.  The  truth  is,  those  two  are  basi- 
cally the  only  two. 

It  was  said  today  that  we  should  give  a  lot  of  weight  to  the  com- 
mon law.  Well,  I  can  show  you  enough  hearing  reports  from  this 
committee  and  other  committees  that  can  tell  you  the  IRS  manipu- 
lates the  common  law.  So  requiring  the  IRS  to  give  additional 
weight  to  the  common  law  is  meaningless.  We  already  know  they 
can  manipulate  it  as  much  as  possible. 

It  was  said  today  that  there  is  no  employment  status  bias  by  the 
IRS,  and  we  talkea  about  private  letter  rulings.  GAO,  in  1992,  said 
in  a  report,  since  fiscal  year  1989,  IRS  data  shows  that  90  percent 
of  ETAP,  these  are  employment  audits,  found  misclassified  work- 
ers— 90  percent.  Do  you  think  that  shows  a  little  bias  on  behalf  of 
the  IRS  toward  classifying  people  as  employees? 

In  summary,  Mr.  Chairman,  we  are  very  unhappy  that  we  have 
to  be  here  because  of  the  fact  that  we  are  so  concerned  about 
health  care  and  we  feel  that  is  the  most  important  objective.  We 
are  sorry  we  are  going  to  have  to  debate  an  issue  you  and  I  know 
very  well  is  not  going  anywhere.  You  just  have  to  wonder  why  raise 
this. 

What  we  said  and  what  we  believe  the  administration  should 
have  done  is  said,  for  the  purposes  of  determining  whether  an  indi- 
vidual is  an  employee  under  the  Health  Security  Act,  Federal  em- 
ployment tax  law  and  regulation  will  apply.  You  get  consistency. 
You  have  established  that  there  is  a  gaming  rule,  and  we  wouldn't 
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be  debating  the  second  most  controversial  issue  for  small  business 
after  employee  mandates. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  and  attachment  follow:] 
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STATEMENT  OF  JOHN  S.  SATAGAJ 
SMALL  BUSINESS  LEGISLATIVE  COUNCIL 


Mr.  Chairman  and  members  of  the  ccrmittee.  Hy  name  is  John  S.  Satagaj 
and  I  am  appearing  here  today  on  behalf  of  the  Small  Business  Legislative 
Council  (SBLC).  As  you  knew.  The  Small  Business  Legislative  Council  (SHLC) 
is  a  permanent,  independent  coalition  of  nearly  one  hundred  trade  and 
professional  associations  that  share  a  ccmmon  ccrndtment  to  the  future  of 
small  business.  CXur  members  represent  the  interests  of  small  businesses  in 
such  diverse  economic  sectors  as  nanufacturing,  retailing,  distribution, 
professional  and  technical  services,  construction,  transportation,  and 
agriculture.  For  your  infomation,  a  list  of  our  members  is  enclosed. 

Let  me  begin  vath  several  observations  about  SBLC's  appearance  today 
before  I  move  on  to  my  substantive  remarks. 

First,  we  know  the  senior  members  of  the  Ways  and  Means  Ccrmittee  are 
very  familiar  with  independent  contractor  issues,  as  is  SBLC.  We  have 
e^:peared  before  this  coimittee  several  times  on  this  subject  going  back  to 
1978,  1982,  and  most  recently,  in  1992.  While  sane  may  be  dealing  with  this 
issue  for  the  first  time  as  a  result  of  health  care,  there  is  a  long,  long 
history  to  this  particular  debate. 

Second,  I  believe  the  ccrmittee  is  well  aware  of  our  activities  regarding 
health  care  reform.  We  have  appeared  before  the  ccnmittee  on  the  subject  of 
health  care  reform  in  the  past.  We  have  been  long  time  siq)porters  of 
cxnprehensive  health  care  reform  and  have  offered,  vdiat  we  believe  to  be, 
ooQstructive  proposals.  We  have  met  numerous  times  with  various 
Administration  health  care  reform  officials  such  as  Ira  Magaziner,  and  even 
the  First  Lady.  I  believe  we  have  vrtiat  the  Administration  would  characterize 
as  a  good  working  relationship.  I  want  to  make  it  perfectly  clear  that  our 
conments  today  are  no  reflection  on  the  President's  health  care  reform 
proposal.  We  believe  the  content  of  this  subtitle  is  a  tax  issue.  It  is 
inappropriate  for  this  subtitle  to  be  included  in  this  bill,  and  can  be 
eliminated  without  coiprcmising  the  integrity  of  the  President's  health  care 
proposal.  It  is  a  shame  this  section  detracts  frcm  the  tremendous  efforts  of 
this  Administration  in  the  health  care  reform  debate. 

Third,  vMle  we  cannot  agree  that  the  potential  problem,  for  v*iich  this 
subtitle  was  ^parently  crafted,  is  as  bad  as  seme  in  the  Administration 
would  have  you  believe,  we  do  understand  the  concern  that  prcmpted  the 
Administration  to  include  a  "gaming  rule"  in  the  health  care  bill  to  prevent 
caipanies  frcm  turning  enployees  into  independent  contractors.  We  believe 
the  assunption  that  businesses  will  turn  business  practices  and  employee 
relationships  on  their  heads  solely  for  heedth  care  purposes  is  not 
realistic.  Be  that  as  it  may,  we  believe  if  a  gaming  rule  had  to  put  in,  that 
objective  could  have  been  achieved  by  stating  in  the  bill,   "For  the  purposes 
of  determining  whether  an  individual  is  an  erployee  under  the  Health  Security 
Act,  federal  enployment  tax  law  and  regulation  will  apply."  Why  someone 
decided  this  was  the  time  to  "reform"  federal  employment  tax  law  at  the  same 
time  is  beyond  us. 

Having  made  those  observations  let  me  go  on  to  our  substantive  carments. 

We  do  see  this  subtitle  as  an  outright  assault  on  the  ability  of 
individuals  to  beccme,  and  businesses  to  use,  independent  contractors.  While 
Section  7301  is,  by  far,  the  nost  serious  developnent,  it  is  the  inclusion  of 
Section  7303  vrtiich  makes  us  vronder  v*iy  this  subtitle  is  in  this  bill. 

Seme  would  say  the  changes  embodied  in  Section  7303,  made  in  what  are 
known  as  Section  530  "safe  harbor"  provisions  of  the  Revenue  Act  of  1978,  are 
minor.  If  you  practice  in  this  area  of  the  law,  you  have  to  ccme  to  the  exact 
opposite  conclusion.  Scmeone  has  creifted,  with  surgical  precision,  a 
cerplete  rewrite  of  the  Section  530  safe  harbors  to  eliminate  any  "advantage" 
a  taxpayer  might  have  possessed  under  the  Section  and  to  eliminate  everything 
the  IRS  did  not  like  about  Section  530  safe  harbors. 

The  major  changes  are  in  the  three  specified  substantive  safe  harbors  of 
Section  530,  and  the  one  "catch-all"  safe  hai±or. 

The  first  current  safe  harbor  is  based  on  judicial  precedents,  published 
rulings,  and  determinations  made  with  respect  to  the  taxpayer.  The  scope  has 
been  narrowed  to  include  just  written  determinations  issued  to  the  taxpayer. 
This  eliminates  any  opportunity  for  taxpayers  to  use  old  case  law  or  revenue 
rulings.  For  exaitple,  in  the  construction  area,  there  are  many  old  favorable 
Court  of  Claims  cases,  finding  installers  to  be  independent  contractors. 
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the  second  current  safe  harbor  pertains  to  audits.  Under  current  law,  a 
taiqsayer  can  utilize  this  safe  hai±ior,  if  an  audit  is  conducted  and  the  IRS 
fails  to  bring  up  the  issue  of  enployment  classification.  Under  the  revised 
language,  the  audit  safe  harbor  is  only  avsdlable  if  the  IRS  has 
affirmatively  raised  the  issue  and  given  the  taxpayer  a  clean  bill  of  heedth. 

The  third  safe  harbor  is  based  on  industry  practice.  The  bill  does  not 
change  the  language,  but  includes  a  provision  that  actually  terminates  the 
availability  of  the  safe  bailor  if  the  IRS  uses  its  new  authority  granted  by 
Section  7301,  which  I  will  address  in  a  manent,  to  write  rules  on  enployment 
status  or  to  issue  other  authority  such  as  a  revenue  ruling.  In  recent  years, 
the  industry  practice  safe  h2u±or  has  been  the  one  of  most  interest  to  small 
business.  The  IRS  and  ta:q>ayers  have  been  struggling  over  vrfiat  evidence  is 
necessary  to  demonstrate  industry  practice.  Of  the  three  specified  safe 
harbors,  elimination  of  the  ability  to  use  industry  practice  vnuld  probably 
have  the  most  significant  inpact  on  snail  business. 

Fin£dly,  in  current  law,  there  is  language  which  permits  a  taxpayer  to 
prove  there  was  "a  reasonable  basis"  for  "not  treating  an  individued  as  an 
enployee. "  In  very  recent  times,  this  has  proven  to  be  a  popular  argument  to 
make.  Two  prominent  recent  cases,  Critical  Care  and  CPueensgate,  demonstrate 
courts  are  inclined  to  give  the  taxpayer  the  benefit  of  the  doubt  under 
Section  530  that  it  had  a  reasonable  basis  for  not  treating  an  individual  as 
an  employee.  There  are  a  host  of  potential  arguments  a  taxpayer  could  make  as 
a  reasonable  basis .  The  Criticed  Care  and  Oueensgate  cases  illustrate  only 
two.  The  IRS  has  replaced  it  with  a  fourth  specific  safe  harbor  based  on 
"substantial  authority." 

When  you  ccnpare,  I  believe  it  is  quite  apparent  hew  Section  530  has  been 
whittled  dcwn  to  a  shadow  of  its  former  self.  And  for  vAat  purpose?  To 
prevent  gaming  of  the  health  care  system,  or  to  clean  up  "old"  problems?  I 
think  the  changes  are  <±ivious  even  without  kncwing  the  nuances  of  this  issue. 
The  following  chart  ccnpares  the  "before"  and  "after"  Section  530  safe 
harbors.  The  bold  enphasis  is  SELC's,  and  explanatory  words  added  by  SELC  are 
bracketed. 
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CURRENT  SECnCW  530 

judicial  precedent,  published 
rulings,  technical  advice  with 
respect  to  the  taxpayer,  or  a  letter 
ruling  to  the  taxpayer. 


a  past  IRS  audit  of  the  taxpayer  in 
which  there  was  no  assessment 
attributable  to  the  treatment  (for 
enployment  tax  purposes)  of  the 
individueds  holding  positions 
substantially  similar  to  the 
position  held  be  this  individual 


PROPOSED  LANGUAGE  OF  SECTICW  7303 

in  reasonable  reliance  [aaly]   on  a 
written  determination  issued  to  or 
in  respect  of  the  tas^^yer  that 
addressed  the  enployment  status  of 
the  individual  or  an  individual 
holding  a  substantially  similar 
position. 

in  reasonable  reliance  on  a 
concluded  Internal  Revenue  Service 
audit  of  the  ta^^ayer  —  (i)  vAiich 
was  for  a  period  in  vrtiich  the  rules 
for  determining  enployment  status 
were  the  same  as  for  the  period  in 
question;  aad,  [oaly]  (ii)  ia  kAicb 
the  eaplaymeat  status  of  the  in- 
dividual or  any  individual  holding 
a  substantially  similar  position 
was  wrrniinflff  without  duutge  to  any 
such  individual's  status 


longstanding  practice  of  a 
significant  segment  of  the  industry 
in  \4iich  such  individual  was 
engaged 


the  individual  shall  be  deemed  not 
to  be  an  employee  unless  the  tax- 
payer had  no  reasaaable  basis  for 
not  treating  such  individual  as  an 
enployee. 


in  reeisonable  reliance  on  a 
longstanding  recognized  practice  of 
a  significant  segment  of  the 
industry  in  v^ch  the  individual  is 
engaged;  [but]   TERMINATICN  OF 
INDUSTRY  PRACTICE  SAFE  HARBC«  -  The 
taxpayer  shall  not  be  considered  to 
meet  the  [industry  practice]  seife 
harbor  requirement  with  respect  any 
individual  for  (i)  any  period 
beginning  after  the  date  on  vrtiich 
the  Secretary  prescribed  regula- 
tions pursuant  to  [Section  7301  of 
the  bill]  or  (ii)  any  period  if  the 
treatment  of  such  individueil  in- 
consistent with  any  regulation. 
Revenue  Ruling,  Revenue  Procedure, 
or  other  authority  published  the 
Secretary  before  the  beginning  of 
such  period. 

sui^rted  by  substantial  authority. 


(Note:  This  last  safe  harbor,  the  "reasonable  basis,"  was,  and  is,  the  catch- 
all under  current  law.  In  1991,  the  IRS  lost  two  prcminent  cases.  Critical 
Care  and  Queensgate  where  the  taxpayer  used  the  reasonable  basis  defense. 
Clearly  the  line  of  reasoning  used  by  the  courts  in  those  cases  say  much  about 
how  Section  530  was  intended  to  be  interpreted,  and  hew  the  IRS  would  like  to 
interpret  it. ) 

These  changes  are  significant,  but  the  real  njb  is  even  the  current  setfe 
harbors  do  not  provide  any  protection  to  employers  intent  on  changing  their 
business  practices  to  avoid  health  care  costs. 

Because  of  consistency  requirements  included  in  current  Section  530,  the 
Section  530  seife  harbors  are  edji^ady  of  little  value  to  anyone  v*io  vrould  only 
DOf,   consider  "gaming"  the  system!  As  it  stands  under  the  current  lau, 
Section  530,  a  business  can  aaly  treat  the  individual  "got  as  eaplovee"  (the 
law  states  it  in  the  negative),  if  the  individual  was  never  treated  as  an 
eeaplovee  by  the  business  and  if  no  other  individual  is  boldina  a 
substantially  similar  position  as  an  enpioyee. 

I  submit  to  you,  it  is  not  clear  to  us  how  a  business  that  decides, 
because  of  health  care  reform,  to  attempt  to  switch  employees  for  the  first 
time,  could  use  the  Section  530  safe  harbors  anyway,  cleaned  up  or  not.  So, 
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vrtiy  make  very  significant  changes  to  the  Section  530  safe  hai^ors  unless  you 
are  trying  to  clean  up  fourteen  years  of  everything  soneone  perceived  as 
being  vTrong  with  Section  530?  And  why  do  it  in  a  heidth  care  reform  measure? 

As  troubling  as  edl  of  these  changes  to  the  Section  530  scife  haiixsrs  may 
be,  it's  not  as  troubling  as  the  change  made  by  Section  7301.  the  section 
gives  the  IRS  the  authority  to  establish  enployment  status  rules. 
Section  7301  effectively  overrides  the  provision  of  Section  530  of  the 
Revenue  Act  of  1978  that  prohibits  the  IRS  fron  issuing  regulations  on 
"enployment  status . "  E^loyment  status  translates  into  establishing 
regulatory  criteria  to  replace  or  modify  ccrmon  law  rules.  While  it  may  be 
true  the  bill  does  not  rewrite  the  rules,  or  that  giving  the  IRS  the  authority 
to  write  the  rules  does  not  mean  the  IRS  will  necessarily  use  that  authority 
or  abuse  it,  this  ignores  the  fact  that  giving  the  IRS  the  unilatered 
authority  to  write  the  rules  is  what  is  at  issue,  and  is  in  and  of  itself,  a 
big  deed. 

Ihis  language  overturns  an  affirmative  prohibition  against  the  IRS 
writing  the  rules,  a  prohibition  that  has  been  in  place  in  one  form  or  another 
since  1978. 

One  of  the  central  arguments  in  the  late  1970's,  early  1980's  was  that 
the  IRS  should  not  have  the  unilateral  authority  to  set  classification 
standards  as  it  has  a  bias  toward  enployee  classifications.  VAiat  evidence  is 
available  does  indicate  that  most  classification  efforts  by  the  IRS  still  end 
\xp  with  an  initial  determination  in  favor  of  enployee  status. 

It  is  not  that  we  have  our  heads  in  the  sand.  We  do  believe  ultimately 
objective  classification  standards  must  be  set.  In  recent  times,  small 
business  groi^)s,  including  SHLC,  have  argued  that  Congress  should  be  the  one 
to  set  the  standards,  not  the  IRS.  I  am  quite  canfortable  making  the 
assertion  I  can  demonstrate  a  history  of  constructive  efforts  by  SBLC  to 
resolve  the  independent  contractor  dilenma  including  proposals  for  objective 
standards. 

The  Administration  did  make  some  changes  to  Section  7301  between  the 
delivery  of  the  language  by  the  President  and  formal  introduction  as 
H.R.  3600. 

In  the  final  version,  in  formulating  the  rules,  the  IRS  is  to  "give 
significant  weight  to  the  camon  law  a^licable  in  determining  the  enployer- 
enployee  relationship."  What  difference  that  makes  is  unclear,  since  edmost 
edl  parties  (including  congressional  ccnmittees)  appear  to  agree  the  cuiiiiun 
law  tests  can  be  interpreted  any  way  the  IRS  waald  like. 

Second,  the  new  language  does  clarify  the  IRS  cannot  use  this  new 
authority  to  override  the  statutory  provisions  specifically  protecting  direct 
sellers  and  re£d  estate  agents.  This  is  a  positive  ijrprovement. 

Third,  the  regulations  take  effective  6  months  frcm  the  date  of 
pramdgation  and  the  Secretary  of  Treasury  inist  submit  a  report  to  Congress 
v;f)on  issuance  of  the  regulations,  including  an  explanation  of  their  purposes 
and  the  issues  they  are  designed  to  address.  It  is  my  understanding  this  is 
designed  to  mitigate  the  irrpact  of  giving  the  IRS  the  unilateral  authority  to 
write  employment  status  rules,  by  aurguing  business  will  have  6  months  to 
convince  Congress  to  reject  the  rules. 

However,  there  is  no  eiffirmative  requirement  that  Congress  mist  review 
and  act  on  the  rules.  If  you  want  to  be  dcwnright  cynicad  about  it,  and  most 
small  business  owners  are  vrtien  it  cones  to  the  IRS,  if  you  pick  the  right 
6-month  winder,  for  exanple,  just  as  Congress  adjourns,  perh^>s  just  before 
an  election,  there  is  no  way  a  new  Congress  would  be  in  any  position  to  act, 
even  if  small  business  could  mount  a  push  to  enact  legislation  to  override  any 
such  regulations. 

I  believe  it  is  apparent  from  the  above  anedysis  the  changes  proposed  are 
a  big  deal  for  the  many  small  businesses  which  have  lived  with  this  issue  for 
many  years.  At  the  same  time,  we  still  cannot  understand  v*iy  the  health  care 
reform  bill  was  chosen  as  the  vehicle  to  make  these  changes.  We  hope  it  does 
not  daitpen  the  inpetus  for  health  care  reform  and  overshadcw  the  good  work  the 
Administration  has  done  to  further  the  cause  of  health  care  reform. 
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Having  discussed  the  specifics,  I  would  lite  to  esqjand  for  a  few  manents 
on  what  independent  contracting  means  in  the  snail  business  caimunity. 

We  are  etlways  troubled  by  the  fact  that  small  business  is  challenged  for 
its  use  of  independent  contractors,  rather  than  the  analysis  beginning  vrith 
an  examination  of  the  beaefits  that  flaw  from  prcwmting  independent 
ooatractors  and  entrepreaeurial  activity.    We  would  lite  to  start  our 
examination  with  a  siirple  statement  with  \iAiich  we  believe  most  Americans 
would  agree. 

"The  right  to  start,  own,  and  manage  one's  cwn  business"  -  the  American 
Dream.  It  seems  lite  a  principle  we  all  autonatically  assume  is  as  much  a 
part  of  our  nation's  heritage  as  the  Constitution  and  the  Bill  of  Rights. 
After  all,   Thonas  Jefferson's  independent  yecman  farmers  were  the  forebearers 
of  our  entrepreneurieil  sector.  Our  nation  is  built  upon  a  foundation  of 
individual  opportunity. 

Back  in  the  1970 's  Milton  D.  Stewart,  appointed  by  President  Carter  as 
the  first  Chief  Counsel  for  Advocacy  for  Small  Business,  articulated  the  need 
for  an  econaidc  bill  of  rights.  In  addition  to  the  right  to  start,  own,  and 
manage  one's  own  business,  Stewart  also  asserted  the  economic  bill  of  rights 
should  include  the  right  to  live  in  an  econoniceLLly  diverse  society  and  that 
all  citizens  have  an  equal  entrepreneurial  right  to  participate  in  our  free 
enterprise  system,  regardless  of  such  factors  as  race,  creed,  or  sex.   He 
once  observed: 

"As  Jefferson  realized  at  the  nation's  birth,  economic  independence 
is  the  only  guaranty  of  political  liberty.  This  country's 
14  million  small  businesses  provide  14  million  sources,  not  only  for 
econcmic  opportunity,  but  also  for  that  liberty.  Every  one  of  this 
nation's  business  owners  can  say  anything  he  or  she  pleases.  No  one 
can  fire  these  people  or  tate  their  jobs  away.  If  you  spread  the 
wealth  and  power  in  society,  you  inevitably  spread  freedcm.  The 
larger  the  small  business  sector,  the  more  equality  of  opportunity 
we  have  for  individuals  and  the  safer  our  freedom  of  e3q)ression  is 
from  abuse.  Small  business  fosters  creativity  and  innovation.  It 
is  the  bulwark  against  concentration  and  the  remorseless  abuses  of 
pcwer  to  vrtiich  that  leads." 

While  we  seem  to  accept  the  belief  that  there  is  a  right  to  start,  own, 
and  manage  one's  cwn  business,  we  have  never  had  a  formal  game  plan  to  ensiure 
that  right  is  encouraged,  promoted,  and  exercised.  Just  as  an  exanple,  I 
might  note,  despite  the  fact  there  are  sane  20  million  sole  proprietors, 
partners,  and  S  Corporation  shareholders.  Congress  has  chosen  to  permit  such 
individuals  to  deduct  only  25  percent  of  their  cwn  health  care  costs.  And 
that  provision  is  subject  to  annual  renewal.  I  ask  you  -  v*iat  signal  does 
that  send  to  entrepreneurs? 

The  1,600  delegates  to  the  1980  White  House  Conference  on  Snail  Business 
agreed  there  was  a  need  to  articxilate  a  small  business  bill  of  rights.  Their 
recdtmendation  went  beyond  Stewart's  original  set  of  rights,  but  they  reflect 
the  concern  regarding  the  need  for  such  an  economic  bill  of  rights.  The 
resolution  adopted  by  the  delegates  reads  as  follows: 

America's  Snail  and  Independent  Bill  of  Rights 

"The  American  Dream  is  to  be  an  owner  of  one's  own  business.  Almost 
everyone  has  had  the  dream,  and  millions  of  Americans  have  liv^  it. 
The  American  Dream  is  the  cornerstone  of  our  200  year  old  American 
Heritage  and  also  is  the  reeison  for  our  country's  position  as  the 
most  economically  powerful  nation  in  the  world  today.  Could  we  have 
achieved  this  status  as  a  nation  if  we  had  not  been  presented  with 
opportunity  unencumbered  by  government  regulation?  Could  we  have 
achieved  this  nation's  status  if  entrepreneurs  had  not  had  the 
fortitude  and  shewn  the  initiative  to  tate  advantage  of  opportunity 
v*ien  it  presented  itself?  America  was  founded  on  the  principle  of 
each  individual's  fundamental  rights,  i.e..  Freedom  of  Speech, 
Freedom  of  Religion,  Freedom  of  the  Press,  Freedcm  of  Assembly, 
Freedom  to  Bear  Anns,  etc.,  fundamentally,  the  Right  to  'Life, 
Liberty,  ai»d  the  Pursiiit  of  Happiness. '  The  Pursuit  of  Happiness 
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can  and  does  taike  the  form  of  one  going  into  business  for  oneself, 
the  fulf illjient  of  the  American  Dream. 

"Now,  therefore,  in  consideration  of  the  foregoing  and;  vrtiereas  the 
Small  Business  Ccnnunity  is  r^aresented  by  sore  14  million  snail  and 
independent  businesses,  and;  vrfiereas  these  14  million  businesses 
represent  100  million  people  and  58  percent  of  sdl  private  sector 
jobs  in  America  and;  whereas  97  percent  of  all  newly  created  jobs  in 
the  past  seven  years  have  been  created  among  these  14  million  small 
and  independent  businesses  representing  48  percent  of  America's 
gross  business  product  and;  vrfiereeis  50  percent  of  all  new 
inventions,  innovations,  and  patents  are  developed  in  the  snail  and 
independent  sector  of  American  business. . . 

"Therefore,  be  it  resolved  that  sedd  14  million  small  and 
independent  businesses  have  fundamented,  inalienable,  and 
constitutional  rights: 

1 .  The  ri^t  to  start,  aua,  and  aaaage  a  business  without 
cfovazjMDBtxt  ixxtavfepoooG  * 

2.  The  right  to  conpete  fedrly  for  capital  with  assurance 
that  edited,  will  be  available  for  private  use. 

3.  The  right  to  rauard  for  the  risk,  effort,  and  genius 
necessary  to  aake  an  independent  business  work. 

4.  The  right  to  determine  price  j»ast  as  the  buyer  has  the 
right  to  buy  or  not  at  that  price. 

5.  The  right  to  be  governed  by  reasonable  and 
understandable  laws  set  forth  by  elected 
representatives,  not  by  bureaucratic  dictate. 

6.  The  right  to  be  innocent  until  proven  guilty  by  a  jury  of 
our  peers;  not  by  administrative  edict. 

7.  The  right  to  equed  representation  with  Big  Business,  Big 
Labor,  and  Government  on  natters  relating  to  America's 
econatdc  polices."  [enphasis  added] 

It  seenns  particularly  appropriate  today  to  review  this  small  portion  of 
our  econcmic  history  vrfiich  stretches  frcni  the  founding  fathers  to  the 
delegates  of  the  1980  White  House  Conference,  because  the  ind^sendent 
contractor  is  the  quintessential  realization  of  the  American  Dream. 

To  us,  independent  oMitracting  is  both  the  embodiment  of  the  American 
Dream  and  the  means  by  vAiich  it  beocmss  an  achievable  dream.  "Rys  essence  of 
the  American  spirit  is  individual  opportunity.  For  most  "wcxild  be" 
entrepreneurs,  the  only  asset  they  can  bring  to  their  new  business  is  their 
own  skills.  Few  small  businesses  start  cut  with  the  venture  capital, 
informed,  or  formal,  to  open  their  business  on  day  one,  conplete  with 
enployees,  assets,  suppliers,  and  custoners.  Independent  contractor  status 
is,  in  fact,  the  first  st^  on  the  small  business  ladder.  "Hie  risk  of 
beccming  an  independent  contractor  is  a  very  limited  but  direct  risk.  If  I 
fail,  I  do  not  eat.  I  do  not  have  the  comfort  of  punching  a  time  clock  and 
knowing  the  check  will  be  there  on  payday.  But  if  I'm  a  success,  I  do  not 
ceurry  the  burden  of  that  time  clock  on  my  back.  We  jure  sure  few  individual 
ind^iendent  contractors  want  to  reraain  one  person  operations,  but  that  is 
clearly  the  avenue  of  opportunity. 

To  us,  therefore,  it  seens  clear  why  individuals  vrould  seek  to  becone 
entrepreneuried  independent  contractors.  "Hie  choice  is  theirs  to  make  and 
the  risks  and  rewards  theirs  to  evaluate.  Likewise,  it  is  equally  clear  to  us 
why  the  nation  benefits.  Not  only  does  it  reflect  our  heritage  of  individual 
opportunity,  entrepreneurial  activity  brings  with  it  iiaiavatiaa,   creativity, 
productivity,  and  econcmic  grtxth. 

Therefore,  the  first  thing  Congress  should  do  is  to  establish  that 
encouraging  independent  contractors  is  consistent  with  our  nation's  econcmic 
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heritage  and  socieJ.  philosophy.  Let  us  make  it  clear  it  is  a  good  thing  to 
do.  All  public  policy  should  be  built  euround  a  presuitption  that  we  should 
encourage  Americans  to  start,  own,  and  manage  a  business,  not  a  presunption 
they  are  "misclassifications." 

If  it  is  clear  to  us  vity  independent  contractors  seek  the  status  and  ^Aty 
the  nation  benefits,  we  are  not  convinced  it  is  well  understood  in  public 
policy  circles  vAiy  the  aveuJ.ability  of  independent  contractors  is  critical  to 
the  survival  of  other  snail  businesses.  To  explain  vhy  they  are  a  critical 
cog  in  a  functioning  small  business  econany,  we  must  lapse  briefly  into 
public  policy-speak.  A  service  provider  is  an  independent  contractor.  The 
service  recipient  is  the  business  that  utilizes  them.  It  might  be  more 
accurate  to  refer  to  the  service  recipient  as  a  service  expediter,  for 
frequently  the  genercil  public  or  other  custcroers  are  the  beneficiaries  of  the 
service,  not  the  so-called  service  recipient. 

Nevertheless,  the  service  recipient  does  benefit  frcm  the  independent 
contractor  relationship.  As  remains  too  often  the  case,  sinister  motives  are 
attributed  to  the  business  that  utilizes  an  independent  contractor.  Most  of 
these  motives  relate  to  tax  liability.  The  truth  is,  behind  most  decisions  to 
use  independent  contractors,  you  can  find  the  word  flexibility  -  the  hallmark 
of  a  successful  small  business. 

In  the  dynamic  tension  between  big  and  small  business,  the  tradeoff  is 
between  econcrdes  of  scale  and  flexibility.  In  a  big  business,  enough  work 
may  be  found  to  enploy  one  individual  with  a  peirticular  skill  or  asset.  If 
the  market  or  technology  changes,  many  big  businesses  find  themselves  caught 
with  resources  that  are  no  Iraiger  productive  or  efficient. 

On  the  other  hand,  if  the  work  is  not  there  for  the  skill  or  asset  v*iich 
the  individual  can  provide,  the  small  business  owner  is  either  going  to  tap  an 
independent  contractor  or  not  provide  the  service.  Too  often  big  businesses 
must  try  to  force  the  market  to  adjust  to  them.  In  the  small  business  sector, 
the  business  adjusts  to  the  narket.  If  a  narket  or  demand  changes,  the  small 
business  is  able  to  adc^  to  it.  If  new  skills  and  new  technology  are  needed, 
the  small  business  can  re-tool  itself  for  those  changes.  Responding  sooner, 
faster,  better,  and  more  efficiently  is  vrtiat  allows  small  business  to 
survive,  corpete,  and  prosper.  Utilizing  independent  contractors  is  part  of 
that  success  story.  Mandating  that  the  individual  be  reclassified  as  an 
employee  solves  nothing,  because  inefficiency  and  excess  capacity  is  a  quick 
route  to  bankruptcy. 

At  the  same  time,  an  independent  contractor  can  maintidn  a  standard  of 
living  and  a  way  of  life,  and  keep  skills  and  assets  in  the  marketplace, 
available  to  a  number  of  industry  participants.  Utilizing  an  ind^jendent 
contractor  facilitates  the  sale  of  the  service  recipient's  goods  or  service. 
Because  the  services  or  assets  of  the  service  provider  and  service  recipient 
are  nutually  interdependent  does  not,  and  should  not,  lead  to  the  conclusion 
the  relationship  should  be  that  of  esployer-enployee. 

Sadly,  the  chasm  between  the  rhetoric  of  entiracing  small  business  and 
promoting  it  through  meaningful  public  policy  is  a  wide  one.  This  has  been 
most  evident  in  the  government's  past  history  on  the  use  of  independent 
contractors  by  other  small  businesses.  In  short,  the  policy  has  been  to 
aggressively  reclassify  independent  contractors  as  enployees.  We  can  only 
speculate  to  the  various  reasons  for  this  policy,  but  we  are  certain  it  is  not 
based  on  the  presunption  that  independent  contractors  represent  the 
achievement  of  the  American 
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Chairman  Rangel.  I  detect  a  general  lack  of  confidence  in  the 
IRS,  but 

Mr.  Satagaj.  Just  a  Uttle. 

Chairman  Rangel.  Are  all  of  you  saying  that  we  should  leave 
things  alone,  that  you  are  satisfied  that  we  should  not  codify  these 
gray  areas?  I  mean,  do  you  think  the  Congress  should  be  involved 
in 

Mr.  Satagaj.  Mr.  Chairman,  if  I  might. 

Chairman  Rangel  [continuing].  Clarifying  those  standards?  And 
if  so,  have  you  submitted  in  your  testimony  what  those  standards 
should  be?  I  understood  you 

Mr.  Satagaj.  Mr.  Chair,  actually  I  have  something  even  more 
specific  than  that.  We  were  here  in  1992  before  you.  My  colleagues, 
the  NFIB,  and  we  organized  a  coalition  back  in  I  guess  it  was  1991 
and  the  sole  purpose  of  that  coalition  was  to  develop  a  proposal  for 
you,  a  legislative  proposal  for  Congress  to  come  up  with  the  objec- 
tive standards,  and  we  have  presented  this  everywhere  in  the 
world,  so  we  are  very  much  in  favor  of  coming  up  with  a  solution. 

We  are  not  sticking  our  heads  in  the  sand,  but  we  believe  given 
the  nature  of  this  and  for  all  the  reasons  you  all  raised  today,  that 
it  really  has  to  come  down  to  the  Congress  to  solve  this  problem, 
not  the  IRS. 

Mr.  Willett.  We  feel  the  same  way,  and  I  would  like  to  add,  if 
there  weren't  an  employer  mandate,  this  wouldn't  be  an  issue  be- 
fore the  Ways  and  Means  Committee  at  this  time.  But  the  issue 
of  independent  contractor  versus  employee  is  a  very  important 
issue  and  needs  to  be  taken  up  by  Congress,  and  the  delegation  of 
authority  should  not  be  given  to  the  Treasury. 

It  should  not  be  hidden  in  the  Health  Security  Act  as  a  small 
provision  shifting  a  huge  weight  of  authority  to  the  Treasury  De- 
partment. I  and  NFIB  would  be  happy  to  come  again  and  share  our 
specific  ideas  on  worker  classification. 

Chairman  Rangel.  Any  other  thoughts  on  that  in  terms  of  the 
Congress  actually  assuming  the  responsibility  of  codification.  Both 
of  you  agree? 

Mr.  Terry.  Mr.  Rangel,  I  would  like  to  say  that  the  Section  of 
Taxation  has  suggested  on  several  occasions  some  safe  harbors 
which  might  be  appropriate  for  the  Congress  to  adopt  and  those 
are  contained  in  my  written  testimony. 

Chairman  Rangel.  Those  are  the  ones  that  if  there  is  no  inten- 
tion to  misclassify,  that  they  are  held  harmless? 

Mr.  Terry.  No,  sir.  There  are  a  series  of  relationships.  For  exam- 
ple, whether  or  not  the  worker  has  his  or  her  own  equipment  and 
whether  or  not  he  or  she  serves  several  different  service  recipients. 
These  are  standards  which  we  think  the  Congress  could  establish 
and  we  would  urge  the  Congress  to  explore  safe  harbors. 

I  think,  though,  it  is  important,  and  I  think  the  Treasury  does 
have  a  case  for  letting  the  law  grow  through  their  Compliance  2000 
program  whereby  they  meet  with  industry,  and  if  they  can  work 
out  with  industry  guidelines  that  attach  to  the  specific  cir- 
cumstances, I  think  that  is  good,  so  long  as  the  Congress  oversees 
those  kinds  of  arrangements.  I  think  that  makes  a  lot  of  sense. 

Mr.  Willett.  My  understanding  of  their  working  with  industry 
is  that  they  use  reports  from  their  auditors  of  their  audit  meetings 
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and  compile  that  all  internally.  There  is  no  real  interaction  with 
industry,  and  I  would  encourage  interaction  with  industry. 

Chairman  Rangel.  Mr.  Hancock. 

Mr.  Hancock.  I  would  just  like  to  ask  a  question.  I  kind  of  get 
the  impression  that  you  think  that  we  are  pretty  premature,  espe- 
cially, Mr.  Willett,  in  your  testimony.  You  think  that  the  mandate 
provision,  you  feel,  fairly  confident,  and  NFIB  feels  confident  there 
will  not  be  a  mandate. 

Did  I  read  that  in  your  testimony? 

Mr.  Willett.  I  don't  think  that  is  what  I  said.  I  think  that  NFIB 
feels  that  there  should  not  be  a  mandate.  If  there  were  not  a  man- 
date, this  would  not  be  an  issue.  Because  of  the  employer  mandate, 
the  employer  classification  becomes  an  issue  and,  therefore,  the  ex- 
amples I  gave  you  become  relevant  to  this  committee. 

Mr.  Hancock.  But  you  didn't  intend  to  imply  that  NFIB,  after 
all  your  surveys  and  what  have  you,  that  they  think  we  are  going 
to  be  able  to  stop  a  mandate  up  here,  do  you. 

Mr.  Willett.  I  am  not  here  to  state  NFIB's  position  on  a  man- 
date. 

Mr.  Hancock.  We  heard  that  the  other  day.  Anyway,  Mr.  Chair- 
man, I  think  that  these  gentlemen  have  all  kinds  of  confidence  in 
IRS.  They  just  don't  have  much  confidence  in  them  handling  it 
right. 

Thank  you. 

Chairman  Rangel.  Listen,  we  really  appreciate  the  testimony 
that  you  have  given  today.  You  have  highlighted  a  serious  problem, 
especially  for  those  that  have  to  advise  clients  as  to  what  the  law 
is,  and  it  is  bad  enough  as  it  is  under  existing  law.  But  certainly 
when  you  don't  know  what  else  to  expect,  I  can  see  the  apprehen- 
sion. Many  members,  as  well  as  staff,  have  more  penetrating  ques- 
tions which  are  not  to  embarrass  you,  but  to,  what  Mr.  Satagaj  was 
suggesting,  is  you  have  to  help  us  come  up  with  better  ideas. 

You  just  can't — there  is  an  area  here.  There  is  a  lot  of  revenue 
lost  that  is  involved  and  some  of  your  suggestions  in  your  written 
testimony  are  just  too  costly  even  to  think.  It  may  seem  equitable 
but  it  is  just  too  costly,  and  as  they  come  up  with  ideas  of  how  to 
save  money,  it  sometimes  doesn't  make  the  best  type  of  law,  but 
these  are  the  two  things  that  we  do  have  to  work  with  to  make  cer- 
tain we  get  a  balance  on  fairness  and  equity  involved  that  the  tax- 
payer knows  exactly  what  to  expect  and  that  you  be  in  the  position 
to  give  them  the  best  possible  professional  advice  as  to  what  the 
law  is. 

So  if  you  have  ideas,  the  record  will  remain  open  for  those,  but 
I  do  hope  that  you  will  respond  to  staff  when  they  send  you  addi- 
tional questions. 

[No  questions  were  submitted.] 

Chairman  Rangel.  But  it  was  a  good  panel.  Thank  you  very 
much. 

The  committee  stands  adjourned  until  tomorrow  when  we  will  re- 
sume the  hearings. 

[Whereupon,  at  12:05  p.m.,  the  hearing  was  adjourned.] 


SELECTED  TAX  PROVISIONS  IN  THE 
ADMINISTRATION'S  HEALTH  SECURITY  ACT 


WEDNESDAY,  FEBRUARY  9,  1994 

House  of  Representatives, 
Committee  on  Ways  and  Means, 
Subcommittee  on  Select  Revenue  Measures, 

Washington,  D.C. 

The  subcommittee  met,  pursuant  to  call,  at  10:12  a.m.,  in  room 
1310,  Longworth  House  Office  Building,  Hon.  Charles  B.  Rangel 
(chairman  of  the  subcommittee)  presiding. 

Chairman  Rangel.  The  subcommittee  will  come  to  order.  Mr. 
Stark  Junior  or  Senior  of  the  Subcommittee  on  Health  is  using  the 
main  hearing  room.  It  is  so  fascinating  to  see.  You  can  almost  tell 
the  subject  by  the  number  of  people  that  are  here. 

In  any  event,  we  are  going  to  resume  the  Select  Revenue  hear- 
ings that  we  started  yesterday.  This  will  conclude  a  series  of  tax 
provisions  that  are  involved  in  the  Health  Security  Act. 

We  are  going  to  have  many  witnesses  here  from  a  cross  section 
of  business  ana  other  interests.  We  will  review  the  definition  of  em- 
ployer and  employee  as  well  as  independent  contractors  again;  the 
treatment  of  certain  S  corporations,  shareholders  income  for  self- 
employment  tax  purposes;  the  compliance  provisions  with  inde- 
pendent contractors;  and  the  limitations  on  the  use  of  taxes  and 
bonds  by  regional  alliances. 

Yesterday,  we  heard  from  Treasury,  professional  groups  and  rep- 
resentatives of  small  business  on  these  issues  and  they  provided — 
they  were  very  good  panels,  provided  us  with  a  lot  of  information. 
Some  of  the  answers  to  some  of  the  complex  questions  that  have 
been  raised  by  the  President's  proposal,  those  questions  have  been 
submitted  by  staff  and  committee  members  and  we  hope  to  get 
those  answers.  Therefore,  the  Chair  will  keep  the  record  open  to 
give  those  witnesses  yesterday,  as  well  as  witnesses  today  that 
may  not  have  time  to  answer  certain  questions,  these  answers,  too. 

We  look  forward  to  the  distinguished  panelists  that  will  be  before 
us  today. 

It  is  my  pleasure  to  recognize  the  ranking  member,  Mr.  Hancock, 
for  any  opening  statement  ne  may  have. 

Mr.  Hancock.  Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Any  members  seeking  recognition? 

First  panel.  The  single  panel  which  will  be  representing  the 
AFL-CIO,  the  Building  and  Construction  Trades  Department,  hap- 
pens to  be  a  longtime  friend.  New  Yorker  and  former  Member  of 
this  distinguished  body. 
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It  affords  me  a  great  deal  of  pleasure  to  welcome  once  again  Leo 
Zeferetti  to  testify  before  his  friends  and  colleagues  on  this  sepa- 
rate panel  that  has  been  set  aside  for  our  friends  in  labor. 

STATEMENT  OF  LEO  ZEFERETTI,  DIRECTOR  OF  LEGISLATION, 
BUILDING  AND  CONSTRUCTION  TRADES  DEPARTMENT, 
AFL-CIO,  PRESENTING  STATEMENT  OF  ROBERT  A. 
GEORGINE,  PRESIDENT 

Mr.  Zeferetti.  Thank  you,  Mr.  Chairman. 

My  name  is  Leo  Zeferetti.  I  am  the  political  and  legislative  direc- 
tor of  the  Building  and  Construction  Trades  Department.  I  am  tes- 
tifying this  morning  in  place  of  Robert  Georgine,  who  is  the  presi- 
dent of  the  Building  and  Construction  Trades  Department. 

Mr.  Georgine's  mother,  just  a  couple  of  weeks  ago,  broke  her  hip. 
She  is  82  years  old  and  he  was  called  away.  She  was  put  back  into 
a  hospital  yesterday  and  he  is  with  her. 

I  appreciate  the  opportunity,  Mr.  Chairman,  that  you  are  giving 
me  to  replace  him  and  give  his  testimony. 

Chairman  Rangel.  His  full  testimony,  Mr.  Zeferetti,  will  be  en- 
tered in  its  entirety  into  the  record,  if  there  is  no  objection. 

And  you  can  share  the  sympathy  of  the  committee  for  the  acci- 
dent his  mother  has  had. 

You  can  highlight  or  do  whatever  you  want  to  do  on  behalf  of 
labor. 

Mr.  Zeferetti.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  appear  today  on  behalf  of  the 
Building  and  Construction  Trades  Department  of  the  AFL-CIO,  to 
testify  on  the  matter  of  the  utmost  importance  to  construction 
workers  and  their  families. 

The  department  is  a  federation  of  15  national  and  international 
building  trades  unions  representing  more  than  4  million  construc- 
tion workers  across  the  country. 

The  department  strongly  supports  the  provisions  of  the  Health 
Security  bill,  H.R.  3600,  designed  to  improve  current  rules  on  the 
classification  of  workers  as  employees  or  independent  contractors. 
These  changes  are  an  essential  first  step  in  the  effort  to  stop  the 
widespread  practice  whereby  many  construction  contractors  delib- 
erately misclassify  their  employees  in  order  to  gain  unfair  advan- 
tages over  honest  contractors. 

Mr.  Chairman,  I  have  prepared  formal  written  testimony  that  de- 
scribes in  detail  the  abuses  that  are  taking  place  under  current 
law.  This  testimony  also  discusses  how  the  proposed  new  rules 
would  remove  obstacles  that  are  preventing  the  IRS  from  going 
after  employers  who  willfully  violate  applicable  legal  standards. 

In  the  interest  of  time,  I  would  like  to  submit  my  written  testi- 
mony for  the  record,  and  just  to  summarize  the  remarks  today 
which  I  consider  to  be  the  key  points  for  the  committee  to  consider. 

I  will,  of  course,  be  happy  to  elaborate  on  any  points  the  chair- 
man or  the  members  of  the  committee  would  like  to  raise  with  me. 
I  am  appearing  here  today  because  the  Building  and  Construction 
Trades  Department  has  made  the  fight  against  worker 
misclassification  one  of  its  highest  priorities.  It  has  done  so  because 
misclassification  has  had  a  devastating  impact  on  construction 
workers  and  their  families.  By  misclassifying  their  workers,  un- 
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scrupulous  contractors  have  been  able  under  current  law  to  evade 
their  obligations  to  pay  unemployment  taxes  and  workers  com- 
pensation premiums. 

They  have  also  unlawfully  denied  coverage  to  workers  and  their 
families  under  pension,  health,  and  other  employee  benefit  plans. 
Numerous  congressional  studies  and  hearings  which  are  described 
in  my  formal  testimony  have  shown  unequivocally  that  worker 
misclassification  is  rampant  in  the  construction  industry. 

This  is  because  a  construction  contractor  that  misclassified  its 
workers  can  greatly  reduce  its  labor  costs,  which  accounts  for 
roughly  50  percent  of  the  cost  of  the  average  construction  contract. 
Under  current  law,  these  ill-gotten  savings  often  can  amount  to  25 
to  40  percent  or  more  of  total  labor  costs,  thereby  giving  the  em- 
ployer an  almost  insurmountable  bidding  advantage  on  construc- 
tion contracts. 

The  provision  under  the  Health  Security  bill  requiring  employers 
to  cover  at  least  80  percent  of  the  employee's  health  care  costs  will 
give  dishonest  employers  even  greater  financial  incentives  to 
misclassify  workers  if  they  think  they  can  get  away  with  it.  Honest 
contractors  will  then  be  at  an  even  greater  competitive  disadvan- 
tage and  the  misclassified  workers  will  suffer  even  greater  harm 
than  they  do  under  current  law. 

Such  workers  will  be  denied  their  right  to  employer-paid  cov- 
erage and  either  will  have  to  pay  the  full  cost  of  premiums  out  of 
their  own  pockets  or  they  will  be  forced  to  join  the  ranks  of  the  un- 
insured for  whom  all  taxpayers  will  be  responsible. 

Misclassification  of  construction  workers  is  not  the  result  of  inad- 
vertence or  good-faith  mistakes.  Rather,  it  results  from  blatant  and 
willful  efforts  by  contractors  to  evade  the  law. 

The  department  and  affiliates  every  day  encounter  cases  where 
construction  contractors  claim  to  have  no  employees.  These  contrac- 
tors may  have  scores  of  workers  who  must  report  to  work  at  set 
times  and  are  supervised  by  foremen,  but  they  are  treated  as  inde- 
pendent contractors. 

These  workers  clearly  are  employees  under  any  reading  of  appli- 
cable law,  but  the  contractors  simply  choose  to  ignore  the  law  and 
instead  play  the  audit  lottery.  All  too  frequently,  this  strategy  has 
been  successful. 

The  IRS  recognizes  the  abuses  that  are  occurring  but  feels  itself 
constrained  by  current  law  restrictions  as  well  as  budgetary  consid- 
erations. In  too  many  cases,  IRS  agents  feel  there  is  no  point  going 
after  a  contractor  wno  misclassified  employees  because  the  contrac- 
tor will  just  hide  behind  the  alleged  vagueness  of  current  law  or 
claim  the  protections  of  the  safe  harbors  of  section  530. 

The  provisions  of  the  Health  Security  bill  represents  a  reason- 
able legislative  response  to  this  enforcement  problem.  The  bill 
would  modify  the  safe  harbor  provisions  of  section  530  and  allow 
IRS  to  issue  regulations  and  rules  providing  general  guidance 
under  classification  of  workers.  The  department  supports  a  classi- 
fication provision  in  the  bill  as  an  important  first  step  which  must 
be  taken  whether  or  not  health  care  reform  itself  is  enacted. 

Unless  something  is  done,  honest  construction  contractors  will 
continue  to  suffer  unfair  competition  from  those  who  are  prepared 
to  cheat  and  construction  workers  and  their  families  will  continue 
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to  be  denied  protections  and  benefits  to  which  they  are  legally  enti- 
tled. 

However,  the  changes  proposed  in  the  Health  Security  bill  will 
remedy  the  widespread  abuses  in  the  construction  industry  only  if 
the  IRS  issues  regulations  and  establishes  objective  standards  for 
determining  when  a  construction  worker  is  an  employee  or  an  inde- 
pendent contractor. 

In  this  way,  noncompliant  contractors  will  find  it  more  difficult 
to  claim  confusion  as  a  defense  if  caught,  and  thus  it  would  be  easi- 
er for  the  IRS  to  impose  penalties  to  deter  abuses. 

The  subcommittee  is  to  be  commended  for  taking  up  this  vitally 
important  legislation.  Compelling  consideration  of  fairness  to  work- 
ers and  their  families  require  that  prompt  action  be  taken,  and  I 
am  confident  that  you,  Mr.  Chairman,  and  the  committee  will  take 
that  action. 

Thank  you. 

[The  prepared  statement  of  Mr.  Georgine  follows:] 
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Robert  A.  Georgioe 

PresideDt 

Building  and  Construction  Trades  Department,  AFI^CIO 


Before  the  Subcommittee  on 

Select  Revenue  Measures 

Committee  on  Ways  &  Means 

The  Honorable  Charles  B.  Rangel,  Chair 

United  States  House  of  Representatives 


February  9,  1994 


Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  very  much  appreciate   the  opportunity  to  testify  today  on  behalf 
of  the  Building  and  Construction  Trades  Department,    AFL-CIO,  on  a 
matter  of  the  utmost  importance  to  workers  and  their  families.    The 
Department   is  a  federation  of  15  national  and  international   building  trades 
unions  representing   more  than  four  million  construction  workers  across  the 
country. 

My  testimony  will  focus  on  those  provisions  of  the  Health 
Security  Bill  (H.R.  3600)  intended  to  modify  current  rules  relating  to  the 
classification  of  workers  as  employees  or  independent   contractors.    These 
proposed  changes,  which  the  Department    supports,  would  make  it 
substantially  easier  for  the  Internal  Revenue  Service  to  challenge  current, 
wide-spread  abuses  of  the  classification  rules. 

The  misclassification  of  employees  as  independent    contractors 
has  had  a  devastating  impact  on  construction  workers  and  their  families. 
By  misclassifying  their  workers,  unscrupulous  construction  contractors  have 
been  able,  under  current  law,  to  evade  their  obligations  to  pay  employment 
taxes  and  worker  compensation   premiums.    They  have  also  unlawfully 
denied  coverage  to  workers  and  their  families  under  pension,  health  and 
other  employee  benefit  plans. 

A  construction  contractor  that  misclassifies  its  workers  can 
greatly  reduce  its  labor  costs,  which  account  for  roughly  50%  of  the  cost  of 
the  i-.erage  construction  contract.    These  ill-gotten  savings  often  can 
amount  to  25  to  40%,  or  more,  of  total  labor  costs,  thereby  giving  the 
employer  an  almost  insurmountable    bidding  advantage  on  construction 
contracts. 

With  the  Health  Security  Bill  requiring  employers  to  cover  at 
least  80%  of  employees'  health  care  costs,  the  need  to  clearly  define  who 
are  "employees"  becomes  ever  more  critical.    Passage  of  the  Bill,  without 
these  provisions  to  prevent  abuses  of  the  classification  system,  would  create 
even  greater  financial  incentives  for  unscrupulous  employers  to  avoid 
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payments  for  health  care  by  misclassifying  their  workers.    As  a  result,  those 
workers  left  without  employer-paid   health  coverage  would  have  to  pay  the 
full  costs  out  of  their  pocket  or  would  have  to  join  the  ranks  of  the 
uninsured  for  whom  all  taxpayers  would  be  responsible. 

The  Building  and  Construction  Trades  Department   has  made  the 
fight  against  worker  misclassification  one  of  its  top  priorities.    We  support 
the  classification  provisions  in  the  Bill  as  an  important  first  step,  which 
should  be  taken  whether  or  not  health  care  reform  itself  is  enacted. 
Unless  something  is  done,  honest  construction  contractors  will  continue  to 
suffer  unfair  competition   from  those  who  are  prepared  to  cheat,  and 
construction   workers  and  their  families  will  continue  to  be  denied 
protections  and  benefits  to  which  they  are  legally  entitled. 

What  I  would  like  to  do  today  is  briefly  describe  the  obstacles  the 
Department    has  encountered    under  current  law  in  its  efforts  to  attack 
classification  abuses.    I  will  then  describe  how  the  provisions  of  the  Health 
Security  Bill  would  help  remove  at  least  some  of  those  obstacles. 

I  would  also  like  to  urge  that  the  legislative  history  of  this  Bill 
incorporate  a  specific  directive  to  the  IRS  to  concentrate   its  efforts  on 
remedying  classification  abuses  in  the  construction  industry,  where 
violations  of  the  law  are  clearly  most  prevalent. 


I. 

Worker  Misclassification 
in  the  Construction   Industry 

It  is  beyond  question  that  worker  misclassification  abuses  are 
rampant  in  the  construction   industry.    The  House  Committee  on 
Government   Operations   has  so  concluded  based  on  extensive  testimony.' 
At  least  six  state  legislatures  have  recognized  that  misclassification  is  a 
particularly  severe  problem  in  the  construction  industry  and  have  enacted 
targeted  legislation  authorizing  losing  bidders  on  construction  contracts  to 
sue  for  damages  if  the  winning  bidders  are  found  to  have  misclassified 
their  workers.^   Similar  legislation  is  pending  in  other  states.' 

Classification  abuses  in  the  construction  industry  are  not 
inadvertent  or  the  result  of  good  faith  mistakes.    The  misclassification  of 
construction   workers  typically  results  from  blatant  and  willful  efforts  by 
contractors  to  evade  the  law.   The  Department    and  its  affiliates  every  day 
encounter  cases  where  construction  contractors  claim  to  have  no 
employees.    The  contractors  may  have  scores  of  workers,  who  are  required 
to  report  to  work  at  set  times  and  are  supervised  by  foremen,    but  they  are 
all  treated  as  independent   contractors. 


'  House  Comm.  on  Gov't.  Operations,  Contractor  Games:  Misclassifying  Employees 
as  Independent  Contractors,  H.R.  Rep.  No.  1053,  102d  Cong.,  2d  Sess.  at  7  (Oct.  16,  1992) 
(the  construction  industry  "appears  to  be  the  industry  most  widely  affected"  by 
misclassification.) 

'  S^,  e.g.,  Exploiting  Workers  by  Misclassifying  Them  as  Independent  Contractors: 
Hearing  Before  the  Comm.  on  Gov't  Operations,   102d  Cong.,  1st  Sess.  76  (April  23,  1991). 
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These  workers  are  clearly  employees  under  any  reading  of 
applicable  law,  but  the  contractors  simply  choose  to  ignore  the  law  and 
instead  play  the  audit  lottery.    All  too  frequently  this  strategy  has  been 
successful. 

The  IRS  recognizes  the  abuses  that  are  occurring  but  feels  itself 
constrained  in  attacking  the  problem  by  current  law  restrictions,  as  well  as 
budgetary  considerations.  In  too  many  cases,  IRS  agents  feel  there  is  no 
point  going  after  a  contractor  who  misclassifies  employees,  because  the 
contractor  will  be  able  to  hide  behind  the  alleged  vagueness  of  current  law 
or  can  qualify  for  the  safe  harirors  of  Section  530,  which  I  will  discuss  in  a 
moment. 

The  predominant   test  today  for  distinguishing  employees  from 
independent   contractors  is  the  "common-law"  test,  which  examines  the 
degree  to  which  the  employer  has  the  right  to  control  and  direct  the 
individual  performing  the  work,  not  only  as  to  the  result  to  be 
accomplished  by  the  work,  but  also  as  to  the  details  and  means  by  which 
that  result  is  to  be  accomplished.    In  applying  the  common  law  test,  the 
IRS  normally  will  examine  20  factors  to  determine   whether  sufficient 
control  and  direction  exist  in  the  particular  case  to  establish  an  employer- 
employee  relationship.     See  Rev.  Rul.  87-41,  1987-1  C.B.  296,  298-300. 

In  order  to  curb  what  was  perceived  as  overzealous 
reclassification  of  workers  by  IRS  agents.  Congress  created  an  important 
exception  to  the  common  law  test  when  it  enacted  Section  530  of  the 
Revenue   Act  of  1978.   Under  Section  530,  employers  who  treat  their 
workers  as  independent   contractors  are  provided  "safe-harbors"  precluding 
the  IRS  from  reclassifying  the  workers  as  employees  under  certain 
circumstances.    The  Section  530  safe  harbors  apply  where  (1)  the  employer 
relies  on  judicial  precedent  or  an  IRS  ruling;  (2)  the  employer  relies  on  a 
prior  audit  by  the  IRS  which  did  not  result  in  its  workers  being  reclassified, 
even  if  the  audit  did  not  examine  the  employer's  treatment   of  its  workers 
as  employees  or  independent   contractors;  or  (3)  the  classification  of  such 
workers  as  independent   contractors  is  a  recognized  industry  practice. 

Section  530  also  bars  the  IRS  from  issuing  rulings  or  regulations 
that  would  provide  general  guidance  on  the  proper  treatment   of  workers  as 
independent   contractors  or  employees. 

In  November  of  1990,  the  House  Government   Operations 
Committee  issued  a  report  estimating  that  the  misclassification  of  workers 
under  the  federal  tax  laws  results  in  annual  revenue  losses  in  the  billions  of 
dollars.''   This  1990  Report  concluded  that  the  current  20-factor  common 
law  test  is  extremely  subjective  and  often  inconsistently  applied.    In 


*  House  Comm.  on  Gov't  Operations,  Tax  Administration  Problems  Involving 
Independent  Contractors,  H.R.  Rep.  101-979,  101st  Cong.,  2d  Sess.  (1990)  (the  "1990 
Committee  Report").  The  findings  incorporated  in  the  1990  Committee  Report  were  based 
in  part  on  three  Government  Accounting  Office  ("GAO")  studies  that  had  been 
commissioned  by  the  Commerce,  Consumer,  and  Monetary  Affairs  Subcommittee  of  the 
House  Government  Operations  Committee,  following  that  Subcommittee's  hearings  on  the 
issue  on  May  16,  1989.  See  GAO  Report,  GAO/GGD  89-1 10.  Tax  Administration:  Missing 
Independent  Contractors'  Information  Returns  Not  Always  Detected:  GAO  Report, 
GAO/GGD  89-63,  Tax  Administration:  State  and  Local  Compliance  with  IRS  Information 
Reporting  Requirements:  GAO  Report,  GAO/GGD  89-107,  Tax  Administration: 
Information    Returns   Can  Be  Used  to  Identifv  Employers  Who  Misclassify  Workers. 
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addition,  the  Section  530  prior  audit  safe  harbor  creates  substantial 
inequities  among  similarly  situated  employers. 

The  Subcommittee   on  Employment  and  Housing  of  the  House 
Committee  on  Government   Operations   held  a  hearing  on  the  problem  of 
worker  misclassification  in  April  of  1991,  focusing  in  particular  on  the 
construction   industry.    Witnesses  at  the  hearing,  including  representatives 
of  labor  and  industry,  testified  that  many  construction  contractors 
deliberately  misclassify  workers.    Witnesses  from  the  IRS  stated  that,  while 
the  IRS  was  concerned  about  deliberate   misclassification  and  had 
increased  its  employment  tax  audits,  the  Section  530  safe  harbors  have 
"hamstrung"  tax  administration    in  this  area. 

On  June  8,  1993,  the  Commerce,  Consumer  and  Monetary 
Affairs  Subcommittee   of  the  House  Committee  on  Government   Operations 
held  another  hearing  on  worker  misclassification.    An  IRS  official  testified 
that,  in  one  district,  the  IRS  learned  that  employers  in  the  residential 
construction   industry  were  misclassifying  some  64%  of  their  workers  as 
independent    contractors  and  that  in  20%  of  the  cases,  the  employers  had 
failed  even  to  file  Forms  1099  for  their  workers.    In  another  district,  the 
IRS  found  that  general  contractors  had  one  of  the  highest  classification 
error  rates. 

There  is  clearly  a  problem  here,  which  the  IRS  has  not  been  able 
to  correct  given  current  law  restrictions.    The  provisions  of  the  Health 
Security  Bill  represent  a  reasonable   legislative  response. 


II. 

Prppoj^  Legislative  $Qlution 

Sections  7301  through  7303  of  the  Health  Security  Bill  would 
repeal  Section  530  and  replace  it  with  a  modified  version  designed  to 
protect  taxpayers  against  retroactive  reclassifications  while  at  the  same 
time  permitting  the  IRS  to  enforce  the  law.   Importantly,  the  IRS  would  be 
given  the  authority  to  issue  regulations  defining  the  term  "employee." 

The  scope  of  the  "prior  audit"  and  "industry  practice"  safe  harbors 
would  be  restricted.    A  prior  audit  would  permit  an  employer  to  treat 
workers  as  independent    contractors  only  if  the  audit  actually  considered 
the  employment  status  of  those  workers  or  workers  holding  substantially 
similar  positions.    Moreover,  the  prior  audit  safe  harbor  would  not  apply 
for  periods  after  the  IRS  issues  an  inconsistent  ruling,  regulation  or  other 
authority  or  notifies  the  employer  that  the  workers  should  be  treated  as 
employees. 

The  "industry  practice"  safe  harbor  would  cease  to  apply  once  the 
IRS  regulations  defining  "employee"  are  issued  or  if  inconsistent  rulings  or 
other  authorities   are  published  by  the  IRS  or  if  the  IRS  notifies  the 
employer  that  the  workers  should  be  treated  as  employees. 

The  IRS  would  be  permitted   under  the  Bill  to  issue  regulations 
that  are  to  give  significant  weight  to  the  common-law  rules,  but  which 
presumably  may  assign  specific  weight  to  particular  factors  in  particular 
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This  approach  should  eliminate  many  of  the  obstacles  the  IRS 
has  identified  as  the  reasons  why  current  enforcement  efforts  have  been 
unsuccessful.    Therefore,  the  Department   supports  these  proposed  changes. 

At  the  same  time,  the  Department   believes  that  these  changes 
will  be  effective  to  remedy  the  wide-spread  abuses  in  the  construction 
industry  only  if  the  IRS  exercises  its  regulation  authority  so  as  to  provide 
bright  line  objective  standards  for  determining  when  a  construction  worker 
is  an  employee  or  an  independent   contractor.    In  this  way,  noncomplying 
contractors  will  find  it  more  difficult  to  claim  confusion  as  a  defense  if 
caught  -  and  thus  it  will  be  easier  for  the  IRS  to  impose  penalties  to  deter 
abuses. 

The  Building  and  Construction  Trades  Department   has  supported 
targeted  legislation  to  provide  explicit  rules  for  defining  when  construction 
workers  are  employees.    The  Department   at  that  time  suggested  that  an 
individual  construction  worker  should  be  treated  as  an  independent 
contractor  only  if  he  or  she: 

1.  holds  himself  or  herself  out  to  the  general  public  on  a 
regular  and  consistent  basis,  through  advertising  or  otherwise, 
as  a  provider  of  construction   services; 

2.  has  a  significant  investment  in  one  or  more  of  the  following: 
(i)  heavy  machinery  or  tools  (as  opposed  to  hand  tools), 

(ii)  office  space,  or  (iii)  other  construction   materials  or 
supplies; 

3.  is  paid  in  a  lump  sum,  in  installments  based  on  a  price  set  at 
the  beginning  of  a  job,  or  on  commission  (rather  than  by  the 
hour,  day,  week,  month,  or  some  other  measure  based  on  the 
amount  of  time  worked  rather  than  progress  made  on  the 
job); 

4.  has  the  potential  to  realize  a  profit  on  a  job  and  is  exposed 
to  the  risk  of  suffering  a  net  loss  on  the  job  (other  than  the 
risk  of  profit  or  loss  ordinarily  assumed  by  employees,  such 
as  the  risk  that  the  employer  will  be  financially  unable  to 

pay); 

5.  is  not  obligated  to  render  the  services  personally; 

6.  was  not  hired  through  a  labor  union  hiring  hall  or  dispatch 
system  to  perform  the  services;  and 

7.  does  not  otherwise  qualify  as  an  employee  under  the  usual 
common  law  test. 

We  believe  that  similar  rules  properly  should  be  adopted  by  the 
IRS  in  any  classification  regulations  issued  pursuant  to  the  Health  Security 
Bill.   I  urge  that  the  legislative  history  clearly  reflect  the  importance 
Congress  places  on  remedying  abuses  in  the  construction  industry, 
including  the  legislative  intent  that  specific  guidelines  along  the  lines 
suggested  be  adopted. 

The  Subcommittee   is  to  be  commended   for  taking  up  this  vitally 
important  legislation.    Compelling  considerations  of  fairness  to  workers 
and  their  families  require  that  prompt  action  be  taken. 


Thank  you,  Mr.  Chairman. 
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Chairman  Rangel.  Take  what  action? 

Mr.  Zeferetti.  Take  the  action  of  getting  the  bill  and  getting  the 
misclassification  of  workers  straightened  out. 

Chairman  Rangel.  Well,  we  have  that  objective  and  it  is  dif- 
ficult. It  is  complex,  and  even  the  recommendation  you  make,  an 
objective  standard  does  not  otherwise  qualify  as  an  employee  under 
the  usual  "common-law"  test  and  the  common-law  test  is  just  vague 
items  that  have  to  be  considered. 

But  in  your  testimony,  Mr.  Zeferetti,  you  offer — ^you  make  it  ap- 
pear as  though  there  is  a  heck  of  a  temptation  for  a  construction 
contractor  to  remain  legitimate  because  by  deliberately 
misclassifying  the  workers,  he  can  reduce  his  cost  by  some  40  per- 
cent, and  so  it  is  a  very  serious  problem  that  you  actually  penalize 
those  that  are  doing  the  right  thing  and  rewarding  those  who  don't. 

Now,  notwithstanding  common-law  test  and  coming  from  New 
York,  if  you  were  Secretary  of  Labor,  exactly  what  would  you  sug- 
gest be  done?  Because  IRS  is  asking  now  for  broad  authority  to  just 
do  this  on  their  own  without  legislation,  which  this  committee  is 
very  reluctant  to  allow  them  to  do,  but  we  still  need  direction. 

What  do  you  think  could  be  done  if  you  were  the  Secretary,  and 
have  you  shared  these  ideas  with  the  administration? 

Mr.  Zeferetti.  We  have  shared  some  of  the  ideas.  As  a  matter 
of  fact,  we  have  gone  further  than  that.  We  have  shared  it  with 
various  Governors.  There  is  approximately  from  8  to  10  States 
right  now  that  have  passed  legislation  directed  at  this  particular 
problem  because  of  the  loss  of  funds  under  workers  compensation, 
and  because  of  unemployment  insurance  problems. 

Chairman  Rangel.  What  is  the  status  in  New  York,  in  our 
State? 

Mr.  Zeferettl  It  is  still  being  considered.  It  has  to  be  finalized. 
Connecticut  has  finalized  it.  Utah  has  finalized  it.  California  has 
finalized  it,  all  in  different  ways,  but  they  have  taken  some  action. 

Chairman  Rangel.  Do  you  have  specific  language  that  you  would 
like  to  see? 

Mr.  Zeferettl  We  have  what  we  consider  to  be  a  definition  of 
what  an  independent  contractor  is.  As  you  see  in  the  testimony, 
there  are  about  seven  different  suggested  definitions. 

Chairman  Rangel.  The  IRS  will  then  make  the  determination 
again.  So  we  will  have  that  gray  area  and  that  is  why  for  so 
long 

Mr.  Zeferettl  Mr.  Chairman,  the  GAO  has  a  report  that  they 
have  lost  in  taxes  alone  over  $20  billion;  that  was  in  1993.  There 
is  a  way  of  getting  around  classifying  employees — we  have  one  case 
in  Oregon  right  now  where  they  have  got  27  independent  contrac- 
tors putting  up  sheetrock,  putting  up  drywall.  I  mean,  it  is  ridicu- 
lous. They  are  getting  away  with  all  kinds  of  stuff. 

Chairman  Rangel.  There  is  a  lot  of  abuse  and  a  lot  of  revenue 
lost  and  a  lot  of  contributions  that  should  be  made  for  the  better- 
ment of  the  workers  that  are  not  done,  and  this  committee  cannot 
run  away  from  it.  The  administration  is  asking  for  unprecedented 
authority  under  the  President's  bill,  which  they  are  not  going  to 
get,  but  you  could  help  us,  since  the  issue  is  broader  than  the 
building  and  construction  trade,  to  try  to  find  that  language,  and 
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really,  it  is  going  to  be  difficult,  but  we  can't  run  away  from  it.  We 
have  to  tighten  it  up. 

Mr.  Zeferetti.  We  would  like  to  cooperate  with  you,  Mr.  Chair- 
man, and  the  committee. 

Chairman  Range L.  Anyone  wish  to  make  an  inquiry  here? 

Mr.  KoPETSKi.  Mr.  Chairman. 

Welcome,  Mr.  Zeferetti.  A  lot  of  us  in  our  State  legislative  days 
in  the  Congress  have  wrestled  with  this  issue,  and  clearly  there  are 
abuses  out  there.  There  are  abuses  in  my  State.  On  the  other  hand, 
in  listening  to  the  panel  yesterday  morning,  clearly  the  business 
community  would  like  to  have  some  certainty  in  this  area  as  well 
for  those  who  are  legitimately  engaged  in  supervising  independent 
contractors. 

What  are  your  thoughts  on — in  looking  at  the  language  in  the 
President's  bill,  the  only  true  guideline  that  is  really  there  is  a  reli- 
ance on  the  common-law  test.  The  Chairman  has  stated  it  is  pretty 
ambiguous  to  get  down  to  a  specific  instance  and  the  court  deci- 
sions pretty  much  echo  that. 

We  know  it  when  we  see  it.  Who  exercises  this  direction  and  con- 
trol over  the  worker?  If  there  was  a  provision  that  established  a 
reasonable  presumption,  the  current  situations  for  the  employers 
that  if  they  are  analyzing  a  set  of  services  by  an  individual,  that 
it  is  not  the  business'  responsibility  to  prove  to  the  IRS  that  they 
are  independent  contractor  services  in  order  to  continue  what  they 
are  doing,  but  rather,  it  is  the  IRS'  responsibility  to  prove  that  they 
are  not  independent  contractors. 

Mr.  Zeferetti.  I  think  the  answer  could  be,  if  the  definition  of 
what  an  independent  contractor  is  is  defined  without  the  vagueness 
that  is  there  today.  And  the  other  thing  that  concerns  us  in  our  in- 
dustry is  that,  you  know,  our  people  work  part  time,  and  to  be  able 
to  go  to  work  and  be  able  to  be  told  by  an  unscrupulous  contractor, 
well,  this  is  the  way  you  got  to  work,  for  the  sake  of  earning  a  day's 
pay,  the  guy  will  do  it,  and  it  is  very  hard  for  us  to  get  those  very 
same  workers  to  make  complaints. 

Somebody  has  to  be  out  there  to  make  that  definition  between 
what  the  independent  contractor  is  and  what  a  worker  is,  what  an 
employee  is,  and  I  don't  think  it  should  be  the  responsibility  of  just 
a  complaint  being  made  by  the  individual.  I  go  beyond  that. 

I  think  the  IRS  has  to  set  up  a  specific  standard  for  them  to  com- 
ply with  and  beyond  that  standard,  the  automatic  classification  is 
that  it  is  an  employee.  And  I  think  that  is  the  safe  way  to  protect 
the  worker  and  also  to  protect  the  taxpayer  from  having  that  per- 
son being  taken  advantage  of  and  the  State  to  be  taken  advantage 
of 

Mr.  KOPETSKI.  Isn't  the  way,  though,  that  we  make  these  deter- 
minations is  that  either  the  worker  will  become  unemployed  and 
file  a  claim,  or  the  worker  will  become  injured,  and  that  is  how  we 
get  the  issue  before  us.  That  would,  at  least  in  Oregon,  or  it  used 
to  until  we  ran  out  of  money,  trigger  the  audit  of  either  that  com- 
pany and  business  practices.  Ana  so  that  one  worker  saying,  wait 
a  minute,  I  was  an  employee,  triggers  an  audit  and  investigation 
and  has  the  burden  of  proving  that  they  are,  in  fact,  an  employee. 

Mr.  Zeferetti.  You  are  absolutely  correct. 
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But  we  also  get  calls  from  individuals  that  say,  I  am  being  taken 
advantage  of.  They  are  asking  us  to  work  under  these  conditions, 
but  if  I  say  no,  you  know,  I  am  wiped  out.  I  can't  work  at  all.  So 
we  have  both. 

But  you  are  absolutely  correct.  Most  times,  you  will  get  someone 
that  is  either  affected  one  way  or  the  other,  either  through  injury 
or  some  other  way. 

Mr.  KoPETSKl.  It  seems  also  that  in  the  construction  industry  it 
is  fluid,  because  you  can  have  a  framer  work,  go  on  a  large  con- 
struction project  actually  being  an  employee  of  the  subcontractor 
whose  job  it  is  to  build  the  frames  for  the  cement  work. 

On  the  other  hand,  that  same  worker,  when  that  job  is  over, 
could  go  to  work  for  a  homebuilder  and  be  told,  no,  you  are  going 
to  work  under  this  as  an  independent  contractor. 

Mr.  Zeferetti.  And  he  is  still  a  subcontractor? 

Mr.  KoPETSKl.  Yes,  but  in  reality,  it  can  change.  A  person's  sta- 
tus can  change  depending  on  the  work  relationship  at  the  construc- 
tion site. 

Mr.  Zeferetti.  That  is  correct. 

Mr.  Kopetski.  That  is  what  makes  all  this  very  difficult? 

Mr.  Zeferetti.  That  is  correct. 

Mr.  Kopetski.  That  is  why  we  have  a  brilliant  chairman  who  is 
going  to  figure  out  the  answer. 

Mr.  Zeferetti.  I  agree. 

Chairman  Rangel.  Anyone  else? 

Yes,  Mr.  Hancock. 

Mr.  Hancock.  Thank  you  very  much. 

Bob  and  I  know  problems  exist,  but  the  530  rules  have  been  with 
us  since  1978 — a  period  of  16  years.  Now  some  are  advocating  that 
we  should  give  the  Internal  Revenue  Service  the  authority  to  im- 
plement the  proper  rules  and  to  define  this. 

I  wonder,  Mr.  Zeferetti,  has  anybody  in  your  organization  or  has 
anybody  actually  prepared  either  wording  for  a  regulation  or  a 
statute  to  implement  a  solution?  I  get  the  feeling  that  this  commit- 
tee is  not  really  willing  to  just  say  Internal  Revenue,  you  do  it. 

I  think  that  if,  in  fact,  we  do  anything,  the  committee  is  going 
to  insist  on  seeing  actual  language  before  we  go  along  with  it. 

Do  you  have  anything  prepared? 

Mr.  Zeferetti.  I  have  not  seen  anything,  and  I  hesitate  to  say 
that  there  is  nothing  prepared.  I  know  there  has  been  discussion 
over  the  rule  of  530  and  I  know  that  there  are  modifications  in  the 
bill,  but  I  hesitate  to  say  that  there  hasn't  been  anything  written 
because  there  might  be,  but  I  would  like  to  respond  to  you  in  writ- 
ing, if  I  can,  and  make  an  inquiry  of  my  own. 

Mr.  Hancock.  I  think  there  is  no  question  that  the  building  and 
construction  trade  has  some  amount  of  activities  involving  inde- 
pendent contractors  and  subcontractors.  I  am  going  to  guess,  par- 
don me  but  I  am  going  to  guess,  that  you  probably  nave  some 
members  who  probably  do  some  subcontracting  on  the  side  once  in 
awhile. 

Mr.  Zeferetti.  That  is  correct. 

Mr.  Hancock.  We  don't  like  it,  but  I  know  that  happens.  So  I 
would  think  that  it  would  behoove  you  to  attempt  to  come  up  with 
wording  that  we  could  take  a  look  at. 
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Mr.  Zeferetti.  I  would  be  happy  to  do  that,  sir. 

Mr.  Hancock.  Thank  you,  sir. 

Chairman  Rangel.  Anyone  else  seeking  recognition? 

Mr.  Zeferetti,  thank  you.  We  look  forward  to  working  with  you. 

Give  our  best  to  Mr.  Georgine,  and  I  look  forward  to  working 
with  you. 

Mr.  Zeferetti.  Thank  you,  Mr.  Chairman,  and  thank  you,  mem- 
bers of  the  committee. 

Chairman  Rangel.  The  next  panel,  I  have  been  looking  forward 
to  recognizing  this  panel.  It  is  going  to  deal  with  the  problems  that 
we  have  in  medically  underserved  communities.  We  have  from  the 
National  Medical  Association,  Gary  Dennis,  Dr.  Gary  Dennis,  who 
is  a  region  2  at-large  trustee,  and  chief  of  the  department  of  neuro- 
surgery at  Howard  University  Hospital  here  in  Washington,  D.C. 

We  are  certainly  glad  that  you  are  here. 

The  NAACP  Legal  Defense  and  Educational  Fund,  Maya  Wiley, 
assistant  counsel,  great  New  Yorker  and  a  great  friend.  Eugene 
McCabe,  the  founder  of  the  North  General  Hospital,  New  York, 
which  is  really  state  of  the  art,  that  makes  our  entire  community 
proud.  The  Prudential  Insurance  Co.  of  America,  Ancelmo  Lopes, 
vice  president,  Mid-Atlantic  Operations,  president  of  Prudential 
Health  Care  Plan  of  the  Mid-Atlantic,  Baltimore,  Md.  And  from 
Temple  University  Hospital  in  Philadelphia,  Dr.  Leon  Malmud, 
senior  vice  president  for  Health  Sciences  and  chief  executive  officer. 

Before  we  start  the  testimony,  I  hope  that  staff  could  make  ar- 
rangements so  that  this  would  be  more  or  less  a  permanent  mon- 
itoring committee,  because  with  all  of  the  complexity  that  exists  in 
employer  mandates  and  providing  coverage  to  40  million  that  don't 
have  it,  I  get  the  impression  that  the  question  of  quality  of  service 
and  the  quantity  of  providers  has  not  been  dealt  with  in  this  bill. 

It  is  my  impression  that  in  medically  underserved  communities, 
coverage  was  not  a  problem  with  Medicaid.  The  problem  has  been 
quality  care.  So  as  for  the  plastic  card,  really  I  don't  see  it  as  a 
great  win  for  my  particular  community,  even  though  I  do  believe 
in  the  long  run  it  makes  for  a  more  healthy  America.  But  if  we  are 
talking  about  preventive  care  and  education,  your  hospital  is  over- 
crowded, and  I  am  still  stuck  with  the  emergency  ward — unless 
there  are  incentives  to  create  the  type  of  providers  for  these  com- 
munities who  have  the  type  of  commitment  that  we  know  are  going 
to  stay  there  for  awhile,  rather  than  getting  their  training  and 
moving  off  to  the  suburbs  and  not  wanting  to  be  treated  like 
second-class  doctors — the  bills  provide  incentives  for  people  coming 
in  and  no  incentives  for  people  that  are  there.  And  I  just  don't 
know  how  these  alliances  are  going  to  greet  communities  that  obvi- 
ously have  to  sharply  increase  the  cost  for  them  to  provide  services. 

Nobody  has  given  me  the  slightest  idea  as  to  how  much  time  do 
they  get  to  treat  it;  treat  it  for  how  long;  what  is  the  cure?  Does 
he  want  to  refuse  this  addict,  is  that  legitimate?  It  is  happening 
every  day. 

The  administration  hasn't  the  slightest  idea  who  is  qualified  to 
provide  these  services.  I  know  they  don't  know  because  they  think 
I  know,  and  I  give  them  psychiatrists,  ex-drug  addicts,  they  buy 
anything  as  long  as  it  works  and  they  don't  know  what  works.  So 
we  got  cancer,  TB,  AIDS,  children  born  addicted  to  drugs,  gunshot 
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wounds,  and  we  are  now  going  into  the  competitive  market  and 
saying,  take  me,  I  am  yours.  And  I  don't  know  how  to  sell  that 
package.  And  if  they  did  take  it,  I  haven't  the  slightest  idea  how 
they  are  going  to  provide  these  services. 

This  is  why  I  know  in  the  5  minutes  allocated  to  you,  even 
though  your  entire  statements  will  be  entered  into  the  record,  I  do 
hope  that  we  can  arrange,  if  not  together,  that  we  can  get  together 
and  have  a  session  to  see  how  we  can  present  these  problems  to 
the  administration  so  that  somehow  we  can  get  answers  to  these 
questions. 

The  General  Accounting  Office  said  yesterday  that  the  bill  was 
not  created  to  resolve  my  kind  of  problems.  So  there  is  no  bill  yet, 
so  maybe  we  can  create  a  bill  that  does  deal  with  these  types  of 
problems  and  get  enough  votes  to  support  it.  So  you  can  see  how 
badly  we  need  you. 

Of  course.  Congressman  Stokes  also  has  a  congressional  task 
force  working  on  this  same  subject,  and  I  would  ask  you  to  make 
certain  that  we  could  get  in  touch  with  these  witnesses  so  that  we 
can  try  to  get  to  some  of  the  answers,  because  I  have  an  idea  that 
today  I  will  be  hearing  most  about  the  problems. 

The  National  Medical  Association  has  a  long  and  rich  history  of 
dealing  with  these  problems  and  not  just  dealing  with  the  question 
of  reimbursement,  as  so  many  professional  organizations  have. 
While  I  haven't  read  your  testimony,  I  will  assume  it  is  going  to 
continue  to  follow  that  trend  and  give  us  some  guidance  and  assist- 
ance as  to  how  we  can  provide  quality  care  for  those  communities 
that  haven't  the  slightest  idea  what  it  is. 

You  may  start  off.  Dr.  Dennis. 

STATEMENT  OF  GARY  C.  DENNIS,  MJ3.,  TRUSTEE,  HEALTH 
POLICY  COMMITTEE,  NATIONAL  MEDICAL  ASSOCIATION; 
AND  CHIEF,  DEPARTMENT  OF  NEUROSURGERY,  AND 
PRESIDENT,  MEDICAL  STAFF,  HOWARD  UNIVERSITY 
HOSPITAL,  WASHINGTON,  D.C. 

Dr.  Dennis.  Thank  you  very  much. 

Good  morning.  Chairman,  and  members  of  the  committee.  The 
National  Medical  Association  is  the  oldest  organized  national  group 
of  African-American  physicians  in  the  United  States.  It  will  be  a 
century  old  in  1995,  so  we  do  have  a  long  and  rich  history.  We  are 
one  of  the  only  medical  groups  to  support  Medicare  and  Medicaid 
legislation  and  have  been  certainly  testifying  in  the  best  interest, 
not  only  of  our  providers,  but  also  our  patients  who  come  first. 

Today,  though,  we  are  mainly  concerned  about  tax  incentives  for 
physicians  and  other  health  care  providers  who  come  into  our  com- 
munity. I  think  that  I  am  uniquely  qualified  as  a  practicing  neuro- 
surgeon in  Washington,  D.C,  that  treats  the  indigent  community 
here  to  testify  on  this  subject.  So  this  morning  I  will  give  my  views 
as  well  as  the  views  of  the  National  Medical  Association. 

You  have  our  full  testimony.  We  just  want  to  crystallize,  empha- 
size certain  points. 

Of  course,  Chairman  Rangel,  you  have  certainly  crystallized 
many  of  them  yourself  and  many  of  which  will  be  touched  upon  in 
our  testimony,  and  the  ones  that  aren't,  if  we  can't  discuss  them 
today,  certainly  the  National  Medical  Association  will  be  at  your 
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disposal  or  any  of  the  other  Members  of  Congress  to  address  these 
issues. 

Chairman  Rangel.  May  I  say  this  at  the  risk  of  interrupting 
you? 

Congressman  Payne  and  I  represent  entirely  different  types  of 
communities.  He  comes  from  a  rural  area,  but  we  have  the  same 
type  of  problems.  And  I  am  certain  that  a  lot  of  your  members  are 
wrestling  with  how  to  provide  quality  care,  both  in  numbers  of  pro- 
viders as  well  as  the  quality  of  care,  and  so  I  don't  mean  that  this 
brain  trust  would  just  be  for  me.  I  will  be  inviting  other  Members 
with  these  unique  types  of  common  access,  but  lack  of  providers. 

I  didn't  mean  to  interrupt  you. 

Dr.  Dennis.  Our  members  are  also  practicing  in  rural  commu- 
nities and  the  needs  of  the  rural  patients  are  certainly  very  much 
in  our  thoughts.  Today,  we  will  actually  address  both,  but  we  have 
many,  many  patients  and  many  physicians  that  also  practice  in 
urban  settings. 

Now,  today,  though,  we  would  like  to  focus  on  really  what  are 
the  barriers  and  how  a  tax  incentive  is  really  going  to  help.  There 
are  a  lot  of  barriers  to  providing  health  care  in  the  inner  city  as 
well  as  in  rural  areas. 

Now,  some  of  them  are  the  same  and  some  of  them  are  different, 
but  there  are  cultural,  ethnic  differences,  and  administrative  costs 
and  malpractice  costs.  These  things  are  plaguing  more  of  the  urban 
areas. 

In  addition,  in  the  rural  communities,  transportation  and  other 
lower  social  economic  issues  come  into  play,  and  what  we  have  is 
a  policy  of  not  only  primary  care  but  also  specialty  providers,  and 
the  issue  is  not  just  the  quality.  It  is  also  the  number.  We  really 
just  don't  have  enough  providers,  as  well  as  we  don't  have  the  right 
types. 

Many  of  the  providers  in  those  communities  today  are  African- 
American,  yet  there  are  very  few  African-American  physicians. 
They  compose  only  about  3.4  percent  of  all  physicians  in  the  United 
States.  Many  are  African-American  physicians  and  other  providers 
who  elect  to  serve  in  the  underserved  or  "health  professional  short- 
age areas,"  which  the  proposed  tax  incentives  would  apply  to,  and 
therefore  I  think  this  is  certainly  an  area  that  NMA  needs  to  speak 
out  on. 

We  believe  that  the  tax  credit  for  certain  primary  care  health 
service  providers  are  appropriate  strategies.  We  also  believe  they 
should  be  strengthened  and  there  should  be  additional  incentives. 

Under  the  Health  Security  Act,  a  physician  providing  primary 
health  services  in  certain  medically  underserved  areas  would  be  el- 
igible for  a  nonrefundable  credit  against  Federal  income  taxes  of 
$1,000  a  month  for  up  to  60  months. 

Such  "physician  shortage  areas,"  can  be  either  urban  or  rural. 
NMA  supports  the  intent  of  the  provision,  but  in  addition  to  the 
other  criteria,  suggests  that  providers  who  receive  this  tax  credit 
also  provide  care  to  those  patients.  This  intent  is  not  clear  in  the 
Health  Security  Act  as  written. 

This  criteria  is  necessary,  in  our  view,  in  order  to  prevent  physi- 
cians from  locating  an  office  in  an  underserved  community  but  con- 
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tinuing  to  serve  patients  predominantly  outside  of  that  area.  That 
really  isn't  the  intent  of  the  provision. 

The  provision  also  only  applies  to  new  providers  coming  into  the 
area,  and  it  doesn't  provide  a  tax  incentive  for  those  providers  that 
have  been  traditionally  providing  that  care,  which  we  think  is 
wrong.  We  recommend  this  unfair  restriction  be  dropped  and  the 
Chairman  certainly  outlined  that. 

The  determination  of  "health  physician  shortage  areas"  is  also  a 
critical  decision,  and  we  feel  that  along  with  the  Secretary  of 
Health  and  Human  Services,  there  should  be  participation  from  in- 
terested providers  and  consumers  to  help  identify  what  those  areas 
are. 

And  also,  in  identifying  "health  physician  professional  shortage 
areas,"  it  is  necessary  to  determine  which  physicians  are  not  rep- 
resented so  that  we  can  actually  increase  the  quality  of  care  in 
those  communities. 

As  far  as  the  expensing  of  medical  equipment,  the  provision  may 
provide  an  incentive  for  physicians  already  located  in  a  **health  pro- 
fessional shortage  area,"  however,  physicians  that  are  entering  an 
area  may  not  have  enough  taxable  income  to  benefit  from  that.  So 
for  new  physicians  coming  into  this  particular  community,  we  sug- 
gest possibly  a  grant  equivalent  to  the  tax  incentive  in  the  first 
year,  which  would  be  an  additional  incentive  for  a  new  provider. 

There  are  other  tax  incentives  which  we  encourage.  We  rec- 
ommend the  physicians  who  are  repaying  a  public  health  service 
loan  through  service  in  a  "health  professional  shortage  area"  have 
access  to  the  proposed  60  months  of  tax  credit  at  the  end  of  the 
Public  Health  Service  commitment.  Presently,  that  doesn't  exist. 

A  lot  of  those  providers  now,  they  serve  4  years  and  then  they 
go  away.  There  is  no  incentive  to  keep  them  there  and  they  are  not 
going  to  stay.  We  need  to  continue  that  incentive  to  help  them  start 
their  practices. 

We  also  recommend  connecting  tax  incentives  with  excessive 
malpractice  premiums.  We  have  other  recommendations  for  other 
incentives  in  our  testimony,  which  we  hope  that  you  will  consider. 

Thank  you  very  much,  Mr.  Chairman,  and  members  of  the  com- 
mittee for  allowing  us  to  speak.  And  we  would  like  to  entertain  any 
comments,  questions  you  have. 

Chairman  Range L.  Thank  you  very  much. 

[The  prepared  statement  follows:] 


STATEMENT  OF  GARY  C.  DENNIS,  M.D. 

TRUSTEE  AND  VICE  CHAIR,  HEALTH  POLICY  COMMITTEE 

NATIONAL  MEDICAL  ASSOCIATION 

Chainnan  Rangcl  and  Members  of  the  Subcommittee,  I  am  pleased  to  speak  with  you  today  on 
behalf  of  the  National  Medical  Association  (NMA).  NMA  is  the  oldest  African  American 
professional  association  in  the  United  States,  and  will  celebrate  its  centermial  next  year.  We  have 
a  proud  history  of  advocacy  for  African  American  and  other  minority  groups  regardless  of 
socioeconomic  status.  In  1965,  we  almost  stood  alone  among  organizations  of  physicians  in  our 
support  for  the  enactment  of  Medicare  and  Medicaid  legislation.  Wc  are  equally  committed  to 
meaningful  health  care  reform  today.  That  is  why  NMA  has  convened  a  national  coalition  of 
over  100  African  American  organizations  to  participate  actively  in  this  national  debate. 

I  am  chief  of  neurosurgery  and  president  of  the  medical  staff  at  Howard  University  Hospital. 
I  am  also  on  the  staff  of  D.C.  General  Hospital.  I  haye  also  served  for  over  two  years  as  a 
member  of  the  Practicing  Physicians  Advisory  Council  for  the  Health  Care  Financing 
Administration.  The  comments  I  share  today  reflect  not  only  NMA's  positions  but  my  own 
personal  experience  as  a  provider  of  care  to  Washington,  DCs  indigent  community. 

I  want  to  thank  the  Subcommittee  for  extending  its  hearings  in  order  to  provide  opportunity  for 
NMA  and  others  to  testify  on  the  topic  at  hand.  Wc  are  appreciative  of  your  role  in  shaping  the 
kind  of  health  care  reform  legislation  that  is  truly  responsive  to  the  needs  of  the  underserved  and 
everyone  else  in  the  nation. 

As  a  practicing  physician,  I  know  that  there  are  barriers  to  practicing  in  underserved 
communities.  Very  important  are  cultural  and  ethnic  differences,  administrative  costs,  especially 
malpractice  costs.  In  rural  areas,  there  are  the  additional  barriers.  At  the  same  time  the  problems 
in  the  irmcr  city,  while  not  unique,  amplify  the  disparities  in  health  care.  It  is  essential  therefore 
to  have  special  incentives  to  attract  providers  to  these  communities,  both  primary  care  physicians 
and  specialists. 

Many  of  these  providers  will  be  African  American.  Their  cultural  sensitivity  makes  them  natural 
advocates  for  the  residents  of  health  professional  shortage  areas.  Yet  African  American 
physicians  comprise  only  3.4%  of  all  physicians  in  the  United  States.  There  are  only  4,000 
African  American  medical  school  students  out  of  almost  60,000. 

Available  data  clearly  indicate  that  many  African  American  physicians  and  other  providers  elect 
to  serve  in  the  underserved  or  "health  professional  shortage  areas"  to  which  the  proposed  tax 
incentives  would  apply.  A  recent  survey  of  NMA  members  revealed  for  example  that  52%  serve 
substantial  numbers  of  Medicaid  recipients.  We  are  in  full  support  therefore  of  all  legislative 
provisions  that  will  increase  the  number  of  African  American  physicians  and  will  encourage  these 
and  other  physicians  to  serve  where  they  are  needed. 

Wc  believe  that  the  tax  credit  for  certain  primary  health  services  providers  and  the  provision  for 
expending  medical  equipment  in  H.R.  3600  arc  appropriate  strategies  for  attracting  and 
maintaining  larger  numbers  of  providers  to  areas  with  ...e  greatest  needs.  We  also  believe  that 
these  provisions  can  be  strengthened.  In  addition,  wc  propose  the  use  of  other  mechanisms 
which  we  believe  must  be  used  along  with  tax  incentives. 

NMA's  Assessment  of  Proposed  Tax  Incentives 


Tax  Credit  for  Providers 


As  outlined  in  Title  VII,  Subtitle  H,  section  7801  of  the  Health  Security  Act,  a  physician 
providing  primary  health  services  in  certain  medically  underserved  areas  would  be  eligible  for 
a  non-refundable  credit  against  Federal  income  taxes  of  $1,000  per  month  for  up  to  60  months, 
effective  in  taxable  years  beginning  after  1994.  The  credit  would  be  available  to  such  physicians 
only  if  they  provided  primary  health  services,  which  encompass  a  range  of  medical  and  support 
services,  on  a  full-time  basis  in  a  "health  professional  shortage  area".  As  defined  in  the  Public 
Health  Service  Act,  such  an  area  can  be  cither  urban  or  rural  and  is  a  rational  area  for  the 
delivery  of  health  services  which  the  Secretary  of  Health  and  Human  Services  has  a  health 
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manpower  shortage  and  is  not  reasonably  accessible  to  adequately  served  area.  It  can  also  be  a 
population  group  or  a  public  or  nonprofit  private  medical  or  other  public  facility  which  has  such 
a  shortage. 

NMA  supports  the  intent  of  this  provision.  We  would  urge  that  the  full  credit  be  made  available 
to  physicians  who  meet  four  criteria,  three  of  which  are  proposed  in  the  Health  Security  Act: 

•  Provides  primary  health  services 

•  Is  located  in  the  certified  underserved  area 

•  Works  full  time  for  five  consecutive  years 

•  Provides  care  to  underserved  patients  who  seek  care  in  that  area. 

1.  The  last  criterion  is  necessary  in  our  view  in  order  to  prevent  physicians  from  locating  an 
office  in  an  underserved  area  but  continuing  to  serve  many  patients  who  live  outside  of  that  area. 
We  believe  that  the  application  of  all  four  criteria  will  make  it  possible  to  target  those  for  whom 
the  provision  was  intended. 

2.  As  currently  proposed,  section  7801  could  have  an  unintended  consequence  which  could 
hamper  achievement  of  its  purpose.  The  provision  would  apply  only  if  a  health  care  professional 
obtains  certification  from  the  Federal  government  prior  to  commencing  work  in  an  underserved 
area.  This  means  that  the  credit  would  not  be  available  to  a  professional  who  is  already  located 
in  the  area.  We  foresee  a  scenario  in  which  an  establisheu  nealth  care  professional  would  have 
to  leave  temporarily  in  order  to  re-enter  the  area  after  the  required  certification  has  been 
obtained.  This  could  result  in  additional  expense  and  an  uimecessary  interruption  of  service  to 
those  in  greatest  need.   We  recommend^that  this  unfair  restriction  be  dropped. 

3.  The  determination  of  a  "health  professional  shortage  area"  is  a  critical  decision  since  this 
incentive  would  be  limited  to  those  taxpayers  who  arc  located  there.  The  Secretary  of  the  HHS 
has  the  authority  to  designate  these  areas  and  is  further  required  to  provide  opportunities  for  input 
from  affected  persons  and  groups  before  removing  an  area  in  this  category.  In  light  of  the 
significance  of  the  designation  for  these  health  reform  provisions,  NMA  would  also  recommend 
that  initial  determinations  be  made  with  the  participation  of  representatives  of  interested  providers 


4.  In  identifying  health  professional  shortage  areas,  it  is  important  to  determine  which  health 
professions  are  underrepresented.  For  instance,  one  of  the  primary  health  services  covered  by 
the  Public  Health  Act  is  emergency  medical  services.  There  are  specialists  who  are  members  of 
the  emergency  medical  service  team  who  must  have  offices  located  within  the  HPSAs. 
Provisions  must  be  made  to  provide  tax  incentives  for  these  physicians  as  well. 


Expensing  of  Medical  Equipment 


H.R.  3600  would  increase  the  amount  allowed  to  be  expended  under  section  179  of  the  Internal 
Revenue  Code  in  a  taxable  year.  Applicable  equipment  would  mean  medical  equipment  used  in 
the  screening,  monitoring,  observation,  diagnosis  or  treatment  of  patients  and  property  owned  and 
used  by  a  physician  who  provides  services  on  a  full-time  basis. 

This  provision  may  provide  an  incentive  to  physicians  already  located  in  health  professional 
shortage  areas,  but  it  is  not  available  to  physicians  whose  business  is  in  the  start-up  stage  and 
is  not  generating  taxable  income.  As  with  the  other  tax  incentive,  this  allowance  is  of  the 
greatest  benefit  to  those  physicians  who  pay  significant  taxci.  ! 

For  a  physician  just  starting  up  a  practice,  a  grant  equivalent  to  the  tax  incentive  (or  $10,000)    j 
in  the  first  year  of  praaice  may  be  a  realistic  incentive  to  practice  in  the  HPSAs. 
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Other  Tax  Incentives  Proposed  by  NMA 


NMA  proposes  at  least  two  suggestions  for  tax  incentives  that  we  believe  would  benefit  African 
American  and  other  physicians  establishing  their  practices  in  underserved  areas. 

1.  Wc  recommend  that  physicians  who  are  repaying  a  Public  Health  Service  loan  through  service 
in  a  health  profession  shortage  area  have  access  to  the  proposed  60  months  of  tax  credits  at  the 
end  of  their  PHS  commitment.  This  is  an  incentive  for  health  professionals  who  have  put  down 
roots  in  these  communities  to  stay  there  and  continue  to  provide  health  care  services. 

2.  We  also  recommend  connecting  tax  incentives  with  excessive  malpractice  premiums.  For 
example,  if  malpractice  premiums  paid  by  physicians  in  the  HPSA's  exceed  a  set  percentage  of 
their  income,  they  could  qualify  for  tax  credits.  We  should  note  here  that  NMA  recommends 
caps  on  non-economic  awards  and     her  malpractice  reform  measures  that  are  not  in  H.R.  3600. 


NMA  Recommends  Additional  Provisions  to  Attract  Providers  to  Areas  of 
Greatest  Need 


Although  many  African  American  established  physicians  are  successful,  those  recently  completing 
their  medical  education,  who  are  prime  candidates  to  serve  these  areas,  may  be  least  likely  to 
benefit  from  these  incentives.  Many  carry  substantial  debt  burdens  because  of  the  cost  of 
medical  training. 

Also  of  importance,  is  the  magnitude  of  the  health  crisis  facing  the  African  American  community, 
which  requires  the  use  of  multiple  strategics  —  all  directed  to  the  end  of  providing  health  care 
where  the  neediest  live.  We  have  attached  statistical  evidence  that  documents  the  severity  of  the 
situation  in  health  professional  shortage  areas  throughout  the  nation.  Further,  the  entry  of  37 
million  persons  currently  uninsured,  many  of  whom  live  in  underserved  areas,  will  greatly 
increase  the  demand  for  services  from  health  professionals  who  understand  and  are  sensitive  to 
their  language,  their  culture  and  their  needs. 

NMA  recommends  therefore,  that  a  combination  of  policies  and  mechanisms  be  used  to  increase 
the  supply  of  African  American  health  professionals  so  that  larger  numbers  can  be  recruited  for 
service  in  underserved  areas.  We  propose: 

•  Increased  availability  of  scholarships,  loans  and  loan  forgiveness  programs, 
specifically  targeted  to  African  Americans  and  other  underrepresented  minorities, 
who  agree  to  serve  in  health  professional  shortage  areas. 

•  Expansion  of  National  Health  Service  Corps,  with  an  increased  number  of 
placements  in  urban  as  well  as  rural  areas. 

•  Increased  financial  support  for  historically  black  health  professional  schools  and 
teaching  hospitals,  including  graduate  medical  education  payments,  funding  for 
strengthened  recruitment  programs  and  institutional  support. 

•  Directed  graduate  medical  education  payments  to  support  medical  schools  and 
teaching  hospitals  that  actively  recruit  and  graduate  significant  numbers  of  African 
American  anu  other  underrepresented  minority  physicians. 

There  arc  several  provisions  in  H.R.  3600  that  speak  to  these  concerns.  Wc  applaud  the 
Administration's  sensitivity  to  the  need  for  an  expanded  and  culturally  diverse  health  workforce 
and  the  need  for  targeted  health  services  for  underserved  populations.    Wc  would  propose, 


however,  several  ways  in  which  these  provisions  can  be  strengthened.  They  include: 

1.  We  recommend  the  introduction  of  language  that  requires  the  Council  on  Graduate  Medical 
Education  to  be  racially  and  ethnically  representative  of  the  U.S.  population. 

2.  We  recommend  that  approved  physician  program  funding  agreements  require  the  development 
of  specific  goals  and  timetables  through  which  underrepresentcd  minority  physicians  will  be 
graduated.  Increasing  minority  representation  is  too  important  a  national  objective  to  be  relegated 
to  the  category  of  "factors  considered". 

3.  We  urge  the  Congress  to  acknowledge  through  appropriate  funding  amendments  to  the  Health 
Security  Act  the  unique  and  critically  important  role  of  historically  black  health  professional 
schools.  These  11  institutions  have  trained  collectively  50%  of  the  nation's  African  American 
physicians;  50%  of  African  American  dentists;  and  75%  of  the  nation's  African  American 
pharmacists. 


Expanding  the  Capacity  to  Provide  Care  in  Underserved  Areas 


NMA  strongly  endorses  the  provisions  of  H.R.  3600  through  which  financial  assistance  would 
be  made  available  to  essential  community  providers,  community  health  plans  and  community 
practice  networks.  The  availability  of  grant  and  contract  support  for  capacity  building  is  essential, 
particularly  in  the  light  of  current  events. 

The  playing  field  has  changed.  Larger  and  larger  health  care  corporations  are  positioning 
themselves  for  buyouts  and  takeovers.  A  decade  ago,  there  were  40  black-owned  HMOs';  today 
there  are  seven.  Daily  our  members  report  that  they  are  losing  their  patients  to  managed  care 
organizations  to  which  they  themselves  are  denied  access. 

NMA  believes  that  it  is  in  the  nation's  interest  to  preserve  a  mix  of  small  and  large  health  care 
business  entities,  whether  they  are  provider  networks,  pharmacies,  testing  laboratories,  etc. 
In  other  words,  as  sole  practitioners  fade  into  the  sunset  and  they  are  disappearing  as  we  speak, 
we  must  ensure  that  there  are  mechanisms  in  place  through  which  African  American  and  other 
underrepresentcd  minorities  can  provide  health  services,  not  just  as  employees  but  as  owners  and 
decision-makers.  Strategies  we  recommend  include  the  following: 

1.  We  call  for  the  inclusion  in  H.R.  3600  of  set-aside  provisions,  consistent  with  precedents 
established  by  the  Small  Business  Administration's  section  8(a)  program  and  by  P.L.99-661, 
section  1207,  the  Department  of  Defense  5%  Contracting  Goals. 

2.  We  also  call  for  a  substantial  program  for  capacity -building  that  would  provide  trust  funds 
for  the  development  of  integrated  service  networks  that  connect  community-based  organizations, 
historically  black  medical  schools  and  teaching  hospitals,  provider  networks  and  other  business 
enterprises. 

a.  NMA  emphasizes  the  word  "substantial"  because  we  are  of  the  opinion  that  the 
level  of  funding  proposed  in  H.R.  3600  is  inadequate  to  meet  the  needs. 

b.  We  emphasize  the  "trust  funds"  because  we  believe  this  to  be  a  sound  way  to 
assure  a  reliable,  predictable  source  of  funds  that  is  not  subject  to  the  vagaries  of 
the  appropriations  process. 

3.  With  these  provisions,  as  with  the  recruitment  and  involvement  of  health  professionals  in 
medical  schools,  NMA  believes  there  must  be  explicit  recognition  of  the  importance  of 
strengthening  the  capacity  of  undcrreprescnted  minorities  to  participate  fully  in  a  reformed 
system.  Applicants  and  offerors  who  propose  specific  strategies  to  meet  this  objective  should 
receive  preference  in  the  making  of  awards,  at  Federal,  State  or  health  alliance  levels. 

The  National  Medical  Association  would  welcome  the  opportunity  to  work  with  the 
Subcommittee  in  the  days  and  weeks  ahead  as  you  make  your  contribution  to  health  care  reform 
legislation.  We  appreciate  this  opportunity  to  meet  with  you  and  to  o£fer  our  vision  for  refbnn 
that  will  benefit  us  all. 


ATTACHMENT  -  NATIONAL  MEDICAL  ASSOCIATION 


Health  Care  Issues  Facing  African  Americans  Today 

African  Americans  make  up  12  percrat  of  the  United  States  population,  thereby  constituting  the 
nation's  largest  minority  group.  African  Americans  live  in  all  regions  of  the  country  and  are 
represented  in  every  socioeconomic  group.  One-third  of  African  Americans  live  in  poverty,  a 
rate  three  times  that  of  the  white  population.  Over  half  live  in  central  cities,  in  areas  often 
typified  by  poverty,  poor  schools,  crowded  housing,  unemployment,  exposure  to  a  culture  of 
street  violence,  and  generally  high  levels  of  stress.  Life  expectancy  for  African  Americans  has 
lagged  behind  that  for  the  total  population  throughout  this  century;  since  the  mid-1980s  the  gap 
has  actually  widened,  with  life  expectancy  rising  to  75  years  for  the  overall  population  while 
falling  to  69.6  -  a  gap  of  over  5  years.  The  leading  causes  of  death  for  African  Americans  are 
the  same  as  those  for  the  majority  population.  However,  African  American  men  die  from 
strokes  at  almost  twice  the  rate  of  men  in  the  total  population,  and  their  risk  of  nonfatal,  strote 
is  also  higher.  In  the  mid  1^80s,  according  to  a  report  by  the  Secretary  of  Health  and  Human 
Services,  almost  75,000  more  deaths  per  year  among  Afirican  Americans  were  reported  than 
would  ordinarily  be  expected. 


African  American  men  also  experience  a  higher  risk  of  cancer  than  non  African  American  men, 
with  a  25  percent  higher  risk  of  all  cancers  and  a  45  percent  higher  incidence  of  lung  cancer. 
Only  38  percent  of  African  Americans  with  cancer  survive  5  years  after  diagnosis,  compared 
to  50  percent  of  whites. 


Diabetes  is  33  percent  more  common  among  African  Americans  than  whites.  The  highest  rates 
are  among  African  American  women,  especially  those  who  are  overweight.  The  complications 
of  diabetes-heart  disease,  stroke,  kidney  failure  and  blindness-all  are  more  prevalent  among 
African  Americans  with  diabetes  than  whites  with  diabetes. 

Infant  MprtolitY 

African  American  babies  are  twice  as  likely  as  white  babies  to  die  before  their  first  birthday. 
High  rates  of  low  birth  weight  among  African  American  babies  account  for  many  of  these 
deaths,  but  even  average  weight  African  American  babies  have  a  greater  risk  of  death.  African 
American  infant  mortality  rates  are  higher  not  only  for  babies  in  their  first  month  of  life,  but 
also  for  those  between  1  month  and  1  year  of  age.  The  major  killer  in  this  period  is  sudden 
infant  death  syndrome  (SIDS).  Other  causes  of  death  that  are  more  prevalent  for  African 
American  infants  than  for  the  total  population  include  respiratory  distress  syndrome,  infections, 
and  injuries. 


Homicide  is  the  primary  cause  of  death  for  AMcan  American  men  between  the  ages  of  IS  and 
34.  The  homicide  rate  for  those  between  ages  25  and  34  is  7  times  that  of  whites.  African 
Americans  have  a  l-in-21  lifetime  chance  of  being  murdered,  and  African  American  women 
are  more  than  four  times  as  likely  to  be  homicide  victims  as  white  women.  Most  young  African 
American  murder  victims  are  kiUed  with  firearms  in  the  course  of  an  argument.  It  is  estimated 
that  about  half  of  all  homicides  in  the  United  States  are  related  to  alcohol  use  and  10  percent  or 
more  to  the  use  of  illegal  drugs. 

Aros 

The  rate  of  AIDS  among  African  Americans  is  more  dian  triple  that  of  whites.  Among  women 
and  children,  the  gaps  are  even  wider.  African  American  women  face  between  10  and  15  times 
the  risk  of  AIDS  as  compared  to  white  women.  African  American  children  account  for  more 
than  50  percent  of  all  children  with  AIDS.  The  proportion  of  AIDS  cases  associated  with 
intravenous  drug  transmission  abuse  is  greater  for  African  Americans  than  for  other  AIDS 
victims,  and  higher  rates  of  heterosexual  transmission  of  the  HTV  virus  and  transmission  of  the 
virus  from  mother  to  infant  occur  as  a  consequence. 

Hypertension 

Disparities  in  the  experioice  of  health  risks  mirror  some  of  the  most  striking  disparities  in  health 
outcomes.  High  blood  pressure  is  much  more  common  among  African  Americans  of  both 
genders  than  among  the  total  population.  Severe  high  blood  pressure  is  present  4  times  more 
often  among  Afirican  American  men  than  among  white  men.  Obesity  is  a  problem  for  44  percent 
of  African  American  women  aged  20  and  older,  compared  to  38  percent  for  low  income  women 
and  27  percent  for  all  women.  Poor  nutrition,  smoking,  alcohol  and  drug  abuse,  and  other  risk 
factors  appeal  more  commonly  among  minority  and  other  low  income  populations. 

Tfffnagf  Prftgnanc  y 

Adolescent  pregnancy  is  a  major  concern  among  the  African  American  population,  for  its  social 
and  economic  consequences  as  much  for  its  health  effects.  There  are  higher  incidences  of  infant 
mortality  and  morbidity,  especially  for  voy  young  pr^nant  girls.  But  even  greater  risks 
indirectly  threaten  the  health  of  both  mother  and  baby  because  of  the  patterns  of  poverty  and  low 
educational  attainment  that  often  become  solidified  as  a  result  of  early  childbearing.  Actual  rates 
of  childbirth  among  African  American  teenagers  have  dropped  since  the  1960s,  but  because  the 
number  of  girls  in  this  population  has  risen  20  percent,  the  total  number  of  births  has  increased. 
In  1987,  births  among  girls  aged  15  through  17  were  3  times  as  likely  among  African  American 
girls  as  among  white  girls.  Birth  rates  among  African  American  girls  younger  than  IS  were 
nearly  S  times  higher,  than  the  rate  for  white  girls. 


Statistics  demonstrate  that  African  Americans  receive  limited  early,  routine  and  preventive  health 
care.  Early  prenatal  care  can  reduce  low  birth  weight  and  prevent  infant  deaths.  Early  detection 
of  cancers  can  increase  survival  rates.  Appropriate  medical  care  can  reduce  the  frequency  and 
severity  of  the  complications  of  diabetes,  which  African  Americans  experience  at  higher  rates 
than  others.  Information  about  actual  use  of  health  care  services  confirm  these  indications. 
African  Americans  make  fewer  annual  visits  to  physicians  than  whites,  and  African  American 
mothers  are  twice  as  likely  as  white  mothers  to  receive  no  prenatal  health  care  or  prenatal  care 
only  in  the  last  trimester  of  their  pregnancies.  Hospital  emergency  rooms  and  clinics  are  a  much 
more  common  source  of  medical  care  for  African  Americans  than  for  whites,  and  20  percent  of 
African  Americans  compared  to  13  percent  of  whites  rqwrt  no  usual  source  of  medical  care. 
Though  recent  statistics  are  not  available  to  assess  immunization  coverage  by  race,  children  in 
central  cities-many  of  whom  are  African  American-lagged  as  much  as  20  percent  behind 
immunization  rates  for  childrai  living  in  other  places. 
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Chairman  Rangel.  Ms.  Wiley,  assistant  counsel,  NAACP  Legal 
Defense  Fund. 

STATEMENT  OF  MAYA  WILEY,  ASSISTANT  COUNSEL,  NAACP 
LEGAL  DEFENSE  &  EDUCATIONAL  FUND,  INC. 

Ms.  Wiley.  Good  morning. 

Thank  you  very  much,  Mr.  Chairman  and  distinguished  mem- 
bers of  the  subcommittee. 

The  NAACP  Legal  Defense  Fund  has  been  concerned  about 
underservice  in  low-income  and  predominantly  African-American 
communities  for  over  20  years.  And  one  of  the  legal  battles  we  have 
mounted  over  the  past  20  years  is  the  issue  of  runaway  hospitals, 
hospitals  that  have  been  leaving  low-income  underserved  commu- 
nities that  have  been  providing  primary  care  as  well  as  secondary 
care  to  these  communities,  because  of  the  financial  costs  of  serving 
them,  as  well  as,  we  believe,  race  discrimination. 

And  one  of  the  things  that  we  have  done  is  look  at  all  of  the  var- 
ious bills  before  Congress  to  see  what  the  impact  is  on  the — on  cre- 
ating incentives  for  both  individual  providers  and  institutional  pro- 
viders to  locate  in  underserved  communities  or  to  continue  to  be 
viable  in  underserved  communities.  And  when  we  look  at  the  situa- 
tion— I  know  the  Chairman  knows  this  very  well  because  Harlem 
faces  an  incredible  shortage  of  hospital  beds,  as  well  as  primary 
care  physicians — it  is  really  not  the  case  that  universal  coverage, 
a  guaranteed  health  insurance  plan,  means  access  to  the  health 
services  that  are  supposed  to  be  guaranteed  under  the  policy. 

And  what  we  see  when  we  look  at  the  Medicaid  program  is  that 
there  are  a  tremendous  number  of  people  who  are  supposed  to  have 
access  to  services  because  they  have  Medicaid  who  don't  actually 
receive  them.  That  is  true  in  Harlem.  That  is  true  in  rural  areas. 
That  is  true  wherever  you  find  Medicaid  patients.  And  we  have 
been  suing  on  that  issue  as  well — ^how  do  we  get  access  to  services 
for  Medicaid  patients? 

All  you  have  to  do  is  look  at  the  statistics.  One  out  of  six  Medic- 
aid recipients  reports  that  she  receives  no  care  because  doctors  or 
hospitals  refuse  to  take  Medicaid  as  a  form  of  payment. 

Aiid  when  you  look  at  the  reasons  why,  it  is  not  hard  to  tell.  In 
New  York  State,  as  the  Chairman  well  knows,  the  reimbursement 
rate  for  physicians  like  Dr.  Dennis,  who  are  working  very  hard  to 
provide  services  to  that  community,  receive  $11  per  office  visit. 
Eleven  dollars  per  office  visit. 

Now,  that  is  not  going  to  create  a  proper  incentive  for  anybody 
to  serve  low-income  communities,  and  we  know  what  lack  of  service 
means.  Lack  of  service  means  that  we  have,  in  the  African-Amer- 
ican community,  for  instance,  twice  the  infant  mortality  rate. 

It  means  that  African-American  women  between  the  ages  of  15 
and  54  die  from  breast  cancer.  The  No.  1  killer  of  African-American 
women  aged  15  to  54  is  breast  cancer.  But  mammographies  can  re- 
duce the  deaths  due  to  breast  cancer  by  30  percent.  So  we  are  real- 
ly talking  about  access  to  services. 

The  tax  incentives  that  are  contained  in  the  bill  are  important 
but  they  are  not  enough,  because  unless  you  end  the  financial  dis- 
incentives to  serving  the  communities,  unless  you  make  sure  that 
you  have  the  proper  financial  support  for  the  hospitals  that  exist 
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in  those  communities,  you  are  not  going  to  have  access  to  the  serv- 
ices that  are — ^that  people  have  the  health  security  card  to  pay  for. 

Now,  what  we  think  that  means  is  a  number  of  things,  but  what 
I  am  going  to  focus  on,  because  it  is  contained  in  my  testimony,  I 
am  going  to  focus  on  the  issue  of  discrimination,  race  discrimina- 
tion against  African- American  providers. 

The  Chairman  actually  indicated  that  there  was  an  issue  about 
how  we  were  going  to  make  sure  that  these  providers  stay  in  these 
communities  or  maintain  the  number  of  providers  that  are  cur- 
rently existing  there. 

Well,  under  the  system  that  will  be  created  by  the  administra- 
tion's bill,  we  have  created  a  whole  new  system  of  care  that  relies 
on  health  plans  and  managed  care  plans.  Now,  what  that  means 
is,  in  order  for  physicians  like  Dr.  Dennis  to  be  interested  in  serv- 
ing these  communities  or  be  able  to  serve  these  communities,  they 
have  to  be  able  to  contract  with  these  health  plans,  because  these 
health  plans  are  going  to  be  enrolling  people  in  order  to  provide 
them  services,  to  get  the  reimbursements  for  them. 

What  we  are  concerned  about  are  two  things.  Health  plans  will 
not  contract  with  physicians  in  undesirable  communities.  Harlem 
is  going  to  be  an  undesirable  community.  Rural  areas  are  going  to 
be  undesirable  communities.  The  populations  are  going  to  be  high 
risk  and  it  is  going  to  be  expensive  to  ensure  that  they  have  the 
services  that  they  are  supposed  to  be  guaranteed,  because  they  are 
going  to  have  to  create  infrastructure  in  those  communities.  They 
are  going  to  have  to  contract  with  providers  and  help  them  get 
equipment  so  that  they  can  provide  the  quality  of  services  that  tne 
health  plan  is  going  to  guarantee  in  all  other  areas. 

So  what  we  have  to  do  is  make  sure  health  plans  can't  discrimi- 
nate against  these  providers  and  exclude  them  up  front.  We  are 
going  to  have  to  be  careful  about  how  the  regional  alliance  bound- 
ary areas  are  drawn.  For  instance,  in  rural  areas,  if  we  have  a  re- 
gional alliance  boundary  that  is  drawn  in  a  way  that  isolates  high- 
risk  populations  into  one  regional  alliance,  health  plans  are  not 
even  going  to  seek  to  bargain  with  those  alliances.  And  what  you 
are  going  to  have  is  alliances  struggling  to  get  health  plans  to 
serve  the  people  who  are  in  those  rural  areas. 

Then  you  are  going  to  have  the  problem  with  health  plans  who 
say,  fine,  we  will  enroll  these  people.  We  will  take  the  money.  We 
will  take  the  capitated  reimbursement  rates.  Then  what  we  will  do 
is — we  know  they  won't  come  for  the  services  and  we  won't  have 
to  pay  for  them  because  they  will  be  too  far  away,  because  we  won't 
have  contracts  with  existing  providers  in  those  communities  and 
we  won't  be  doing  things  to  ensure  that  we  get  more  providers  in 
those  communities. 

Currently,  under  the  bill  there  are  some  important  civil  rights 
protections,  but  we  need  more  up  front  to  ensure  that  we  are  going 
to  be  able  to,  in  a  proactive  way,  ensure  that  these  health  plans 
are  actually  providing  the  services  that  they  are  getting  paid  to 
provide  to  the  communities  that  they  are  enrolling,  and  to  ensure 
that  they  seek  to  enroll  these  communities. 

I  would  be  happy  to  answer  any  questions. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  MAYA  WILEY,  ESQ. 

ASSISTANT  COUNSEL 

NAACP  LEGAL  DEFENSE  &  EDUCATIONAL  FUND,  INC. 


Chainnan  Rangel,  members  of  the  Subcommittee,  good  morning. 
My  name  is  Maya  Wiley  and  I  am  an  Assistant  Counsel  with  the  NAACP  Legal  Defense 
&  Educational  Fund,  Inc.  (LDF).  I  work  for  LDP's  Poverty  and  Justice  Program  and  I 
specialize  in  access  to  health  care  for  African  Americans.  Thank  you  for  inviting  me  to 
share  with  this  Subcommittee  the  views  of  LDF  on  the  proposed  Health  Security  Act  of 
1993  and  the  need  to  ensure  that  underserved  communities  have  sufficient  numbers  of 
health  care  providers  to  ensure  guaranteed  access  to  health  care  services  that  would  be 
mandated  under  the  Act 

LDF  has  a  well-established  tradition  of  helping  African  Americans  gain  access  to 
health  care  services  and  to  enforce  through  litigation  their  right  to  be  free  from  racial 
discrimination.  LDF  fought  to  desegregate  hospitals  in  the  1960's,'  to  stem  cutbacks  in 
health  services  for  the  poor  in  the  1970's^  and  to  prevent  hospitals  from  abandoning  poor 
communities  in  the  1970's  and  1980's.'  Today  LDF  is  fighting  to  ensure  that  women  and 
children  receive  health  services  to  which  they  are  entitled  under  the  Medicaid  Act, 
challenging  practices  of  state  and  local  governments  and  of  health  providers,  that  violate 
existing  civil  rights  laws,  and  continuing  to  fight  Jim  Crow  in  health  care.* 

I  know  that  this  distinguished  body  shares  LDF's  concern  that  health  coverage 
become  universal  for  all,  not  just  some,  Americans.  To  achieve  this  goal  in  reality,  health 
reform  legislation  must  ensure,  not  only  that  everyone  have  health  insurance  coverage,  but 
that  health  services  are  accessible  and  dehvered  free  fi-om  discrimination  based  on  race  or 
economic  status.  As  this  Subcommittee  knows,  African  Americans  and  low-income  people 
have  not  enjoyed  meaningful  access  to  health  care  services.  This,  in  part,  is  because  so  few 
health  providers  and  health  services  exist  in  African  American  and  low-income 
communities.  Over  forty  three  million  people  are  classified  as  medically  underserved.' 
Seventy  eight  percent  of  underserved  people,  over  33  million  people,  live  in  metropolitan 
areas.'  Insurance  coverage  alone  will  not  translate  into  health  care  services  for  African 
Americans  and  low-income  people.  Health  reform  legislation  must  also  create  accessible 
health  care  services  by  making  health  coverage  affordable  and  building  health  care  services 
in  the  communities  that  do  not  have  them. 

African  Americans  are  particularly  in  need  of  health  care  reform  that  will  increase 
access  to  necessary  health  care  services.  Although,  African  Americans  are  12%  of  the 
population,  they  comprise,  ahnost  one  third  of  this  nation's  poor.  African  Americans  often 
do  not  receive  necessary  health  services  simply  because  they  cannot  afford  to  pay  for  them. 
Thirty  seven  percent  of  African  Americans  rely  on  the  Medicaid  program  to  pay  for  health 
services.'  Fifty  percent  of  African  Americans  are  unemployed*  and  many  African 


'  LDF  filed  18  hospital  desegregation  cases  in  the  1960's, 
including  Simians  v.  Moses  H.  Cone  Memorial  Hospital ,  323  F.2d  959  (4th  Cir. 
1963),  and  Cypress  V.  Newport  News  General  and  Nonsectarian  Hospital Ass'n,  375  F.2d 
648     (4th   Cir.     1967) . 

^E.g.  Cook  V.  Ochsner  Foundation  Hospital,  319  F.Supp.  603  (E.D.La. 
1970) . 

^See  e.g.,  Bryan  V.  Koch,    627   F.2d   612    (2d  Cir.    1980). 

*  Mathews  V.  Coye,  C-90-3620-EFL  (N.D.  Ca.),  Brewster  v.  White,  CA,  Bi, 
3-91-1066  (M.D.Tenn.)  and  Mussington  V.  St.  Luke's  Roosevelt  Hospital  Center,  93- 
7856    (2d   Cir.) . 

'  National  Association  of  Community  Health  Centers,  Lives  in  the 
Balance:  The  Health  Status  of  American's  Medically  Underserved  Populations 
[hereinafter:    "Lives  in  the  Balance"]    (March   1993)    at   6. 

•  Id. 

'  S.H.  Long,  "Public  Versus  Private  Employment-Related  Healt:h 
Insurance:  Experience  and  Implications  for  Black  and  Non-Black 
Americans,"  in  D.  Willis,  ed.  Health  Policies  and  Black  Americans 
(1989),  200,  211.  Medicaid  provides  payment  for  healt;h  care 
services  for  only  52%  of  the  U.S.  population  with  incomes  below  the 
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Americans  who  work  have  little  or  no  health  insurance. 

African  Americans  are  in  worse  health  and  more  likely  to  die  from  preventable 
diseases  and  illnesses  than  are  whites.  The  six  leading  causes  of  death  in  the  African 
American  conmiunity  are:  1)  heart  disease  and  stroke,  2)  homicide  and  accidents,  3)  cancer, 
4)  infant  mortality,  5)  cirrhosis,  and  6)  diabetes.'  These  six  causes  of  death  account  for 
80%  of  excess  deaths^"  among  African  Americans. 

Yet,  these  conditions  are  preventable  and  treatable.  For  example,  breast  cancer  is 
the  leading  killer  of  African  American  women  between  the  ages  of  15  and  54.  Cervical 
cancer  is  the  number  two  killer  of  African  American  women  between  the  ages  of  15  and 
34.  African  American  women  develop  cervical  cancer  three  times  more  than  white  women 
and  African  American  women's  rate  of  death  from  cervical  cancer  has  increased  while  that 
of  white  women  has  decreased."  Survival  rates  increase  with  appropriate  testing  - 
mammograms  and  pap  smears.  Experts  estimate  that  regular  mammograms  can  reduce 
mortality  rates  from  breast  cancer  by  30%."  Poor  health  and  higher  mortality  rates 
among  African  Americans  are  due,  in  part,  to  the  lack  of  adequate  and  accessible  health 
care  services  in  African  American  communities.  Inadequate  health  care  service  is  a 
national  disgrace,  but  underservice  is  a  particular  problem  in  inner-city  communities  where 
African  Americans  tend  to  live. 

LDF  has  brought  its  civil  rights  and  health  care  expertise  to  bear  in  evaluating  the 
Health  Security  Act  of  1993,  the  Managed  Competition  Act  of  1993  and  other  health 
reform  bills  currently  before  Congress,  to  measure  their  impact  on  access  to  health  care 
services.  I  would  like  to  discuss  tax  incentives  that  would  be  provided  under  the  Act  to 
increase  the  presence  of  primary  care  providers  in  underserved  communities.  Any  health 
reform  proposal  must: 

*  reduce  financial  barriers  to  care  and  financial  disincentives  to  providing 
health  care  services  to  underserved  communities, 

*  guarantee  coverage  for  necessary  preventive  health  care  services  that  would 
help  improve  heal^  status  of  underserved  communities, 

*  protect  the  existence  of  African  American  health  providers,  community 
health  clinics,  municipal  and  not-for-profit  hospitals  and  other  essential 
community  health  providers. 

*  provide  incentives  that  would  increase  the  number  of  health  providers 
serving  African  American  communities. 


federal  poverty  level.  Physician  Payment  Review  Commission, 
Physician  Payment  Under  Medicaid  [hereinafter:  "Physician  Payment"] .  No. 
91-4    (1991) ,    at  8. 

•  Id. 

'  Health  and  Medical  Care  of  African-Americans:  Assessment  of  the  Status  of  African 
Americans,  Vol.  V.,  Williaun  Monroe  Trotter  Institute,  University  of 
Massachusetts  at  Boston    (1992),    at   5,    12. 

'"  Excess  deaths  express  the  difference  between  the  number  of 
deaths  actually  observed  among  African  Americans  and  the  number  of 
deaths  that  would  have  occurred  if  African  Americans  experienced 
the  same  death  rates  as  whites.  U.S.  Department  of  Health  &  Human 
Services,  Report  of  the  Secretary's  Task  Force  on  Black  &  Minority  Health ,  Vol.  1 
(1985),    at    69-74. 

"  American  Cancer  Society,  Cancer  Facts  and  Figures  for  Minority 
Americans,    1991,    pg.    15. 

'^  Harlan,  Bernstein,  Kessler,  Cervical  cancer  screening:  who  is  not 
screened  and  why? ,   Am.   J.    Public  Health  1991;    81:885-90. 


The  Health  Security  Act  of  1993  provides  many  important  reforms  that  would 
increase  access  to  health  care  services  for  minority  and  poor  people.  However,  some 
amendments  are  necessary  to  ensure  that  these  populations  will  have  full  access  to  the 
universal  health  coverage  that  would  be  mandated  by  the  Act  The  Managed  Competition 
Act,  on  the  other  hand,  would  do  little  to  end  financial  barriers  to  health  care,  ensure 
access  to  necessary  preventive  services  or  provide  adequate  protections  for  existing  health 
services  and  providers  in  African  American  communities.  Nor  would  the  Managed 
Competition  Act  sufficiently  address  the  need  to  increase  the  number  of  these  providers 
or  health  services  in  underserved  communities. 

WHY  LOW-INCOME  AND  MINORITY  COMMUNITIES  ARE  UNDERSERVED 

1.   Financial  Barriers  to  Health  Care  and  Poor  Health: 

Poor  people  are  likely  to  be  either  uninsured  or  to  rely  on  the  Medicaid  program 
to  pay  for  health  care  services.  They  do  not  have  the  money  to  pay  for  necessary  health 
care  services  after  paying  rent,  buying  food  and  clothing  themselves  and  their  f^ilies." 
Even  those  who  receive  Medicaid  benefits  often  are  unable  to  obtain  adequate  health  care 
services."  One  in  six  beneficiaries,  approximately  two  million  adults,  have  great  difficulty 
obtaining  health  care  from  a  hospital  or  doctor  because  the  providers  would  not  accept 
Medicaid  as  payment  One  in  five  Medicaid  beneficiaries,  approximately  2.3  million  adults, 
seek  care  in  an  emergency  room  because  they  cannot  find  a  regular  doctor  who  could  treat 
them  in  the  office." 

It  is  no  surprise  that  doctors  and  other  health  providers  refuse  to  serve  Medicaid 
beneficiaries.  Currently,  health  providers  receive  much  lower  reimbursements  for  services 
they  provide  to  Medicaid  beneficiaries  than  they  do  for  the  same  services  provided  to  the 
privately  insured."  For  example,  in  New  York  State  the  Medicaid  reimbursement  rate  for 
an  office-based  doctor  visit  is  $11.00."  The  reimbursement  rate  has  not  increased  since 
1985."  Low-income  people  are  likely  to  have  more  health  problems  and,  therefore,  are 
generally  more  expensive  to  treat.  Consequently,  doctors  and  other  health  care 
professionals  do  not  often  choose  to  locate  their  practices  in  low-income  communities. 

Harlem  provides  a  poignant  example  of  the  intersection  between  poverty,  ill  health 
and  lack  of  sufiQcient  health  care  providers.  In  1985  the  median  household  income  for 
Central  Harlem  was  about  $12,000  a  year"  and  ahnost  70%  of  Central  Harlem  households 


'^  R.  Blendon,  K.  Donelon,  C.  Hill,  A.  Scheck,  W.  Carter,  D. 
Beatrice  and  D.  Altman,  Medicaid  Beneficiaries  and  Health  Reform 
[hereinafter:  "Data  Watch"],  Data  Watch  pg.  132-143,  141.  Twenty 
eight  percent  of  Medicaid  beneficiaries  surveyed,  representing 
between  3-5  million  adult  Medicaid  beneficiaries,  did  not  have 
enough  money  last  year  to  buy  food,  31%  could  not  pay  their  rent  or 
mortgage  and   29%   could  not  pay  their  health  and   light  bills. 

'*  Prenatal  Care:  Medicaid  Recipients  and  Uninsured  Women  Obtain  Insufficient  Care, 
U.S.  Government  Accounting  Office,  September  1987,  GAO/HRD-87-137, 
pg.  19.  One  in  four  Medicaid  beneficiaries,  or  approximately  3 
million  adults,  will  not  have  enough  money  to  pay  this  year's  or 
next  year's  forecast  medical  bills.  Data  Watch,  supra  note  13,  at 
141. 

'*  Data  Watch,    supra   note   13,    at   141. 

^*  Primary  and  Preventive  Health  Care  Report,  Health  Systems  Agency  of 
New  York  City  [hereinafter:  "HSA  Report"],  April  1990,  pg.  7; 
Perkins ,  Increasing  Provider  Participation  in  the  Medicaid  Program:  Is  There  A  Doctor  in 
the  House? ,    26    Hous.    L.    Rev.    77-107    (1979). 

'^  Physician  Payment,   supra   note   7,    at   29. 

'•  Id.   at  20. 

'»  At   at   61-63. 
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earned  incomes  under  $15,000  a  year."  Central  and  West  Harlem  have  infant  mortality 
rates  of  20  in&mt  deaths  per  one  thousand  live  births,^'  double  the  national  average." 
This  statistic  is  hardly  surprising  when,  we  consider  that  over  43%  of  pregnant  women 
living  in  Central  and  West  Harlem  receive  little  or  no  prenatal  care." 

In  1988  only  107  primary  care  physicians  practiced  full-time  in  Central  and  West 
Harlem  to  serve  a  population  of  over  1.5  million  people."  Thus,  with  one  full-time 
primary  care  doctor  for  every  14,019  residents  Central  and  West  Harlem  needed  at  least 
an  additional  39  primary  care  doctors  to  meet  the  health  needs  of  its  residents." 

AdditionaUy,  the  number  of  doctors  located  in  Harlem  does  not  tell  us  whether  their 
patients  are  able  to  obtain  adequate  health  care  services.  Only  37.3%  of  these  107  doctors 
have  admitting  privileges  at  a  hospital.  Only  34.6%  of  the  doctors  practicing  in  Harlem  are 
board  certified;"  City-wide  64.1%  of  doctors  are  board  certified."  An  indispensable 
component  of  adequate  primary  care  is  the  doctor's  ability  to  admit  a  patient  to  a  hospital, 
follow  the  patient's  treatment  there  and  coordinate  aftercare.  Without  admitting  privileges, 
the  doctor  can  only  send  his  or  her  patient  to  a  hospital  emergency  room  for  inpatient 
hospital  care.^ 

2.         Lace  of  Health  Care  Infrastructure: 

Community  and  Migrant  health  care  centers  provide  high  quality  primary  care 
services  to  underserved  people.  However,  currently  existing  centers  have  enough  capacity 
only  to  serve  6  million  of  the  43  million  people  who  do  not  receive  adequate  primary  health 
care  services.® 

African  American  communities  rely  largely  on  public,  not-for-profit  hospitals  and 
traditionally  African  American  hospitals  to  serve  them.  However,  these  facilities  are 
disappearing.  By  1979  210  hospitals  servicing  poor  communities  either  closed  or  relocated, 
taking  30,000  hospital  beds  from  these  conmiunities.  A  disproportionate  number  of  the 
hospitals  that  closed  were  located  in  neighborhoods  in  which  African  Americans 
represented  60%  of  the  population  and  served  twice  as  many  minority  and  Medicaid 
patients  as  those  that  remained  open.^   More  than  one-third  of  hospitals  that  existed  in 


^'  Id.   at  39. 

^  The  Health  of  America's  Children,  1991  State  and  City  Data  Appendix  to  CDF's 
Child,  Youth,  and  Family  Futures  Clearin^iouse  Report,  The  Children's  Defense 
Fund    (1991)    at   6. 

*'  HSA  Report,   supra  note   16,    at   39. 

"  Brellochs,  Christel  and  Carter,  BuihUng  Primary  Health  Care  in  New 
York  City's  Low-Income  Communities ,  Community  Service  Society  of  New  York, 
1990,    p.    61. 

^'  This      estimate      of      primary      care      needs      is      probably 

conservative,  because  is  its  based  on  the  average  number  of  primary 
care  visits  for  residents  of  New  York  City  -  3.9  visits.  Low- 
income  people  usually  are  in  poorer  health  and  require  more  doctor 
visits  than  the  general  population.   Id.    at   15. 

*«  I±   at  64,    Table   6. 

"  Id.   at   27. 

*•  Id.   at   26. 

*'  Lives  in  the  Balance ,   supra  note  5 ,    at  45. 

'"  Alan  Sager,  Ph.D.,  77ic  Closure  of  Hospitals  That  Serve  the  Poor: 
Implications  for  Health  Planning ,   A  Statement  to  the  Subcommittee  on  Health 


New  York  City  just  twenty  years  ago  have  closed."  The  Northern  West  Side  of 
Manhattan,  which  includes  Central  and  West  Harlem,  has  lost  seven  hospitals  in  twenty 
years.'^ 

Since  the  turn  of  the  century  the  number  of  African  American  hospitals  in  this 
country  has  dropped  from  over  200  to  only  8."  Between  1961  and  1985  52  African 
American  hospitals  closed.^ 

3.   African  American  Physicians: 

African  American  doctors  more  often  serve  African  American  and  low  income 
patients  than  white  physicians."  Nearly  80%  of  Howard  University  Medical  School's 
African  American  graduates'  patients  are  African  American  and  half  are  poor.^ 
Discrimination  against  African  American  doctors  is  prevalent  and  impedes  their  efforts 
adequately  to  serve  their  patients.  For  example,  African  American  doctors  have  been 
denied  staff  privileges  at  hospitals  based  solely  on  their  race.^  If  doctors  are  exduded 
from  health  ^cilities,  so  are  their  patients.^ 

Because  African  American  doctors  serve  underserved  areas,  it  is  important  that  their 
numbers  be  increased.  One  necessary  way  to  ensure  that  the  number  of  these  essential 
health  providers  grows  is  to  ensure  that  schools  that  produce  them  survive.  The  four 
traditionally  African  American  medical  schools  (Drew  Medical  College,  Howard  Medical 
School,  Mehany  Medical  School  and  Morehouse  Medical  College)  have  enrolled  about 
25%  of  the  African  American  students  in  the  127  medical  schools  in  this  nation.  These 
schools  have  historically  been  excluded  from  access  to  major  hospitals  for  medical 
education  and  cUnical  research  purposes,  while  traditionaUy  white  schools  have  been 


and  the  Environment,  committee  on  Energy  and  Commerce,  U.S.  House 
of  Representatives,  April  30,  1982,  p.  2. 

^'  Schazkin,  A.  The  Relationship  of  Tr^atient  Racial  Composition  and  Hospital 
Closure  in  New  York  City ,    Med.    Care    (1984);    22:379-387. 

'*  West  Side/West  Harlem  Community  Health  Planning  Coalition, 
Report  &  Recommendations  on  Maternal  and  Child  Health  Needs  in  West  Harlem, 
Moming^ide  Hei^its  and  Manhattan  Valley    (April    1989)    at   5. 

"  These  include  Howard  University  Hospital,  Hubbard  Hospital 
and     Drew     Medical     Center.  Steve     Fravella,      "Black     Hospitals, 

struggling  to  Survive:  Of  More  than  200  Medical  Centers,  Only  8  Are 
Left,  "  The  Washington  Post,  Health:  A  Weekly  Journal  of  Medicine,  Science,  and  Society, 
Sept.    11,    1990,    p.    12. 

'*  N.  Wesley,  Jr. ,  1986  Black  Hospitals  Listing  and  Selected  Commentary: 
Tradition,  Competition  and  the  Management  of  Change ,  Howard  University  Health 
Services  Administration  Department  and  School  of  Business  and 
Public  Administration    (March   1986)    at   61. 

"  D.  Satcher,  M.D.,  Ph.D,  The  Mehany  Hubbard  and  Nashville  General 
Hospital  Merger  Proposal  Statement  [hereinafter:  "Merger  Proposal  StatemerU"] , 
Journal  of  the  National  Medical  Association,   Vol.    82,   No.    2,   pg  83. 

^'  S.  M.  Lloyd  and  G.J.  Davis,  Practice  Patterns  of  Black  Physicians:  Results 
of  Howard  University  College  of  Medicine  Abtmni,  Journal  of  the  National 
Medical  Association,    1982;    74:129-41. 

"  The  first  court  ruling  outlawing  hospital  staff 
discrimination  was   in   1963,    Simkins,    supra  note   1. 

'•  W.  M.  Byrd,  Peer  Review  Abuse:  Medicine's  Marker  of  Its  Reemerging  Racial 
Dilemma    [hereinafter:    "Peer  Review  Abuse"] ,    at  10. 
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provided  such  access."  Such  discrimination  not  only  denies  African  American  medical 
students  necessary  training  opportunities,  but  causes  medical  schools  to  lose  financial 
opportunities  that  can  help  them  keep  their  doors  open.^ 

TAX  INCENTIVES  PROVTOED  UNDER  THE  ACT 

The  Health  Security  Act  of  1993  would  create  a  tax  deduction  for  "qualified  primary 
health  services  providers."  Qualified  primary  health  services  providers  are  doctors,** 
physician's  assistants,  nurse  practitioners  or  certified  nurse-midwives  who  receive 
certification  from  the  Bureau  of  Primary  Health  Care,  Health  Resources  and  Services 
Administration  of  the  United  States  PubUc  Health  Service  (the  Bureau).  §7801(d).  Doctors 
would  receive  a  $1,000  monthly  tax  deduction  and  other  primary  health  care  service 
providers  would  receive  a  $500  monthly  tax  deduction.  He  or  she  must  have  been  working 
in  a  health  manpower  shortage  area  within  the  "mandatory  service  period"  -  60  consecutive 
calendar  months  -  to  receive  the  deduction.  §7801(c). 

The  primary  care  provider  must  be  working  in  the  health  professional  shortage  area 
(a  health  manpower  shortage  area)  full-time.  §7801(b)(2).  A  health  manpower  shortage 
area  is  a  geographic  area,  population  or  health  facility  {e.g.  a  hospital,  public  health  center, 
clinic,  community  or  migrant  health  center)  that  the  Secretary  of  the  U.S.  Department  of 
Health  &  Human  Services  determines  has  a  health  manpower  shortage  as  defined  by 
§332(a)(l)  of  the  Pubhc  Health  Service  Act,  42  U.S.C.  §254e(a)(l)  and  (2).   §7801(d)(7). 

Under  the  Public  Health  Service  Act,  the  Secretary  identifies  health  manpower 
shortage  areas  by  looking  at  the  number  of  existing  healtii  providers  compared  to  the 
number  of  persons  served,  the  need  for  health  services  (the  infant  mortality  rate,  access  to 
health  services  and  health  status  in  the  area)  and  the  number  of  doctors  serving  the  area, 
population  group  or  health  facility.  42  U.S.C.  §  254e(b).  The  Secretary  designates  a 
geographic  area  as  a  health  manpower  shortage  area  if  there  is  only  one  full-time  primary 
care  doctor  for  at  least  3,500  people"  or  has  one  full-time  primary  doctor  for  at  least 
3,000  people  and  an  unusually  high  need  for  primary  care  services*'  or  insufficient  capacity 
of  the  existing  primary  care  doctors.  42  C.F.R.  Pt  5,  App.  A,  Part  1,  (A)(2)(a)  and  (b). 

Population  groups  may  be  designated  as  health  manpower  shortage  areas  if  the  area 
contains  a  population  group  that  has  barriers  that  prevent  it  from  getting  health  services. 


^'  Merger  Proposal  Statement,  supra  note  35,  at  85.  Meharry's 
exclusion  from  Nashville  General  Hospital  and  Nashville's  Veterans 
hospital  has  cost  Meharry  more   than   $100  million. 

*°  Id. 

*'  Currently,  the  Secretary  of  the  U.S.  Department  of  Health 
&  Human  Services  defines  Primary  care  doctors  as  general 
practitioners  or  family  practice  doctors,  doctors  practicing 
general  internal  medicine,  pediatricians  and  obstetrician- 
gynecologists.   42  C.F.R.  Pt.  5,  App.  A(B)(3). 

*'  The  Secretary  determines  that  the  existing  health  care 
providers  have  insufficient  capacity  to  serve  the  population  if 
doctors  have  more  than  8,000  patient  office  or  outpatient  visits 
per  year,  waiting  times  for  appointments  for  routine  medical 
services  of  more  than  7  days  for  current  patients  and  more  than  14 
days  for  new  patients,  excessive  use  of  emergency  rooms  for  routine 
medical  services,  2/3  or  more  of  the  area's  physicians  do  not 
accept  new  patients  or  the  area  population  has  low  utilization  of 
health  services  (2  or  fewer  office  visits  per  year).  42  C.F.R.  Pt. 
5,  App.  A,  Part  1,  (B)(5)(a)-(f). 

*^  The  Secretary  currently  determines  that  an  area  has 
unusually  high  need  for  primary  care  services  if  it  has  a  high  rate 
of  teenage  pregnancy,  a  very  high  infant  mortality  rate  (20  infant 
deaths  per  1,000  live  births)  or  more  than  20%  of  the  households 
have  incomes  below  the  poverty  level.  42  C.F.R.  Pt.  5,  App.  A,  Part 
1,  (B)(4)(a)-(c). 
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such  as  economic,  linguistic  and  cultural  barriers,  or  because  some  providers  refuse  to  treat 
Medicaid  patients  and  there  is  only  one  doctor  for  at  least  3,000  people.  42  C.F.R.  Pt  5, 
App.  A,  Part  II,  (A)(1)(b)  and  (c). 

Public  or  non-profit  medicsil  facilities  may  be  health  manpower  shortage  areas  if  they 
are  serving  an  area  or  population  that  is  a  health  manpower  shortage  area  and  cannot  meet 
the  primary  care  needs  of  their  patient  populations.  42  C.F.R.  Pt  5,  App.  A,  Part  II, 
(B)(1)(a)  and  (b). 

The  tax  incentive  program  would  be  a  separate  and  distinct  incentive  program  from 
existing  programs.  A  qualifying  primary  care  provider  cannot  have  received  a  National 
Health  Service  Corps  Scholarship  or  any  loan  repayments  under  the  National  Health 
Service  Corps  Loan  Repayment  Program.  §7801(b)(3).  However,  the  primary  care 
provider  would  continue  to  qualify  for  the  deduction  if  the  area  he  or  she  began  serving 
ceases  to  be  a  professional  shortage  area,  as  long  as  it  was  a  professional  shortage  area 
when  he  or  she  began  to  work  there.  §7801(b). 

The  Health  Security  Act's  tax  incentive  program  is  generous  compared  to  existing 
state  tax  incentive  programs,  with  a  higher  deduction  amount  and  longer  eligibility  periods. 

EXISTING  TAX  INCENTIVE  PROGRAMS 

There  are  only  three  states  that  currently  provide  tax  credits  to  doctors  and  other 
health  care  professionals  as  incentives  to  provide  health  care  to  underserved  communities: 
Oregon,  Louisiana  and  Montana.  These  tax  incentive  programs  are  all  relatively  new  and 
focus  on  rural  underserved  areas,  not  urban  underserved  areas. 

Oregon's  tax  incentive  law  is  the  oldest,  enacted  in  1989,  and  the  most  generous. 
ORS  316.143.  Oregon  aUows  doctors,"  doctors'  assistants  and  nurse  practitioners  to 
receive  an  aimual  tax  credit  of  up  to  $5,000  for  up  to  ten  years,  as  long  as  they  spend  a 
minimum  of  60%  of  their  practice  in  rural  areas.*'  Health  providers  who  spend  60%  of 
their  practice  serving  a  rural  community  receives  a  $3,000  tax  credit.  Ehgibility  is  not 
dependent  upon  income  of  the  provider,  but  the  amount  of  the  tax  credit  wiU  vary 
depending  on  his  or  her  income.  TTius,  far,  Oregon  has  approximately  700  health  providers 
taking  advantage  of  the  tax  credit.*^ 

Because  these  tax  incentive  programs  are  very  new,  we  do  not  have  statistics  on  the 
success  of  these  programs  in  attracting  health  care  professionals  to  underserved  areas. 
They  do  provide  a  financial  incentive  to  locate  in  underserved  communities,  and,  therefore, 
probably  have  some  impact  on  the  number  of  providers  serving  these  communities.  Even 
assimiing  the  tax  incentive  programs  do  not  actually  attract  health  care  providers  who  might 
not  otherwise  locate  in  low-income  communities,  they  may  well  help  health  care  providers 
to  remain  in  these  communities. 

However,  states  have  recognized  that  no  single  program  will  solve  the  problem  of 


**  Both  Louisiana's  (R.S,  47:297)  and  Montana's  (15030-188-191) 
tax  incentive  laws  were  enacted  in  1991  and  both  allow  only  doctors 
to  receive  the  tax  credit. 


^  Montana's  law  gives  tax  credits  for  up  to  three  years  for 
doctors  practicing  full  time  for  at  least  nine  months  per  year  in 
rural  areas.  Louisiana's  law  req'aires  a  doctor  to  participate  in 
the  progrzun  a  minimum  of  three  years,  but  not  more  than  five  years. 

**  Oregon  has  no  published  reports  permitting  evaluation  of  the 
program.  Therefore,  it  cannot  be  said  with  certainty  that  the 
program  has  increased  the  number  of  providers  in  rural  areas  or 
whether  these  are  providers  who  would  have  served  these  areas 
without  the  credit.  Oregon's  Office  of  Rural  Health  is  currently 
collecting  surveys  from  participating  doctors  on  their  views  of  the 
tax  incentive.  The  legislation  will  be  considered  for 
reaut:horization  next  year. 
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a  shortage  of  primary  care  providers  in  underserved  communities/^  States  have  used  a 
variety  of  strategies  to  attract  doctors  to  underserved  areas,  such  as  addressing  financial 
disincentives  to  serving  them,  creating  or  improving  medical  educational  and  training 
programs,  scholarships  and  loan  programs,  and  creating  new  administrative  structures  to 
coordinate  education  and  service  resources.'"  Therefore,  any  health  reform  proposal 
ultimately  adopted  by  Congress  should  create  a  multifaceted  approach  to  increasing  access 
to  health  care  services  for  underserved  communities. 

INCREASING  ACCESS  TO  HEALTH  SERVICES  FOR  UNDERSERVED 
COMMUNITIES 

The  Health  Security  Act  would  reduce  disincentives  to  serving  the  underserved,  as 
well  as  create  new  programs  and  expand  old  ones  that  will  increase  the  number  of  health 
providers  in  underserved  communities.  The  Act  would  create  a  Medicaid  "blended  rate." 
This  means  that  health  providers  would,  in  theory,  no  longer  receive  less  money  for  serving 
this  population  than  they  would  for  serving  privately  insured  patients.  Furthermore,  the 
Act  would  create  new  grants  to  support  the  development  of  "qualified  community  health 
plans"  which  would  be  public  or  private  nonprofit  entities  servicing  in  a  health  professional 
shortage  area  or  medically  underserved  individuals.  §§3421,  3421(e).  It  would  also  expand 
the  National  Health  Service  Corps  Scholarship  Program,  which  provides  financial  awards 
to  medical  students  speciaUzing  in  primary  care  services,  dentistry  and  other  health 
professions.  In  exchange  for  the  scholarships,  recipients  must  serve  in  designated  health 
manpower  shortage  areas  for  up  to  four  years.  The  scholarship  program  has  been  shrinking 
due  to  budget  cutbacks  over  the  past  several  years.  The  Act  would  increase  its  funding 
from  $126  million  to  $50  million  for  fiscal  year  1995,  $100  million  for  fiscal  year  1996  and 
$200  million  for  fiscal  years  1997  through  2000.  §3471. 

These  provisions  must  be  retained,  but  additional  amendments  are  necessary  to 
ensure  that  underserved  communities  have  access  to  health  care  services. 

I.  ENDING  FINANCIAL  BARRIERS  TO  NECESSARY  HEALTH  CARE  SERVICES: 

A.   Copavments: 

All  individuals  and  famiUes,  regardless  of  how  little  they  earn,  would  have  to  pay 
fees  for  covered  health  services  (except  for  health  screenings,  immunizations,  prenatal  care 
and  one  post-partum  visit).  The  lowest  cost  plan  created  by  the  Act  would  require  that 
enrollees  pay  $10  for  each  physician  visit,  $5  for  each  prescription  and  $25  for  each 
outpatient  psychotherapy  visit  (Higher  cost  plans  would  also  be  created  by  the  Act,  but 
are  too  expensive  for  most  low-income  people).  Individuals  and  families  eUgible  for  Aid 
to  Families  with  Dependent  Children  (AFDC)  or  Supplemental  Security  Income  (SSI) 
benefits  would  be  entitled  to  a  reduction  of  80%  of  copayments  (except  for  non-emergency 
use  of  emergency  rooms).*'  §1371. 

These  costs  will  be  too  high  for  many  low-income  people.  Moreover,  low-income 
people  who  are  not  AFDC  or  SSI  beneficiaries,  about  40%  of  the  Medicaid  eligible 
population,  and  other  low-income  people  ineUgible  for  Medicaid  would  not  be  able  to 
afford  health  services  if  they  are  required  to  make  copayments. 

RECOMMENDATION:  People  with  incomes  under  200%  of  the  federal  poverty  level 
should  not  be  required  to  make  any  copayments.  Medicaid  eUgibles  should  not  be  required 
to  make  co-payments  higher  than  those  currentiy  allowed  under  the  Medicaid  program. 


*''  Intergoverrmental  Health  Policy  Project,  A  Review  of  State 
Leffslation  Related  to  Increasing  the  Training,  Supply,  Recruitment  and  Retention  of  Primary 
Care  Physicians  (1985-1991)  [hereinafter:  "A  Review  of  State 
Legislation"],    George  Washington  University    (July   1993),    at  4. 

"*  Id.   at  4-5. 

*®  Thus,  copayments  for  AFDC  and  SSI  beneficiaries  would  be: 
$2  for  each  doctor  visit,  $1  for  each  prescription  and  $5  for 
outpatient  psychotherapy. 


B.   Health  Insurance  Premiums: 

Generally,  families  would  be  required  to  pay  20%  of  the  health  insurance  premium 
amount.  Employers  would  have  to  pay  the  other  80%.  Families  not  covered  through 
employment  would  make  premium  payments  directly  to  the  regional  alliance.  Some 
individuals  and  famihes  would  be  eUgible  for  a  premium  discount  §6104((a)(l).  AFDC 
and  SSI  beneficiaries  would  pay  no  premiums.  §6104(c)(l)(A).  Famihes  who  are  not 
AFDC  or  SSI  beneficiaries  but  are  below  150%  of  the  federal  poverty  level  would  receive 
the  premium  discount  The  subsidy  to  fund  the  discount  would  be  the  amount  necessary 
to  help  the  family  pay  a  premiimi  that  is  equal  to  the  weighted  average  of  premiimis  for 
the  family's  class  of  enroUment  §6104(b). 

Families  who  are  not  AFDC  or  SSI  beneficiaries,  but  have  incomes  under  150%  of 
the  federal  poverty  level  would  pay  on  a  sliding  scale  up  to  3.9%  of  their  incomes  toward 
the  premium  amount.  Families  with  incomes  between  150%  and  $40,000  would  pay  3.9% 
of  their  incomes  toward  the  premium  amount  (§6104(c)(2)  and  (3)). 

Many  low-income  consumers  are  employed  but  would  not  earn  enough  money  to  pay 
health  insurance  premiums  required  by  their  employer  based  health  plans,  even  with  the 
premium  subsidy.  RECOMMENDATION:  An  acceptable  health  reform  bill  must  fully 
subsidize  premiums  for  low-income  people  earning  below  200%  of  the  federal  poverty  level. 

II.        NECESSARY  PREVENTIVE  HEALTH  SERVICES: 

The  Health  Security  Act  requires  health  plans  to  provide  coverage  of  certain 
preventive  services,  such  as  child  immunizations  and  cancer  screens  for  women.  §1114. 
Many  African  Americans  and  low-income  women  will  not  be  able  to, pay  for  health  services 
that  are  not  covered.  The  covered  preventive  services  for  women  are  inadequate  to  meet 
their  health  needs.  For  example,  women  between  the  ages  of  13  and  39  would  receive 
coverage  for  pap  smears  and  pelvic  exams  only  once  every  three  years.  Women  between 
ages  13  and  19  could  receive  them  annually  until  they  have  had  three  consecutive  negative 
tests  and  annually  if  they  are  at  risk  of  fertiUty  related  infectious  diseases.  Women  aged 
20  to  39  would  have  to  have  an  abnormal  pap  smear  before  they  could  receive  annual  pap 
smears  and  pelvic  exams  .and  would  not  have  additional  coverage  after  three  negative 
consecutive  tests.  The  Act  would  not  cover  mammograms  for  women  between  the  ages  of 
13  and  39  at  all,  even  though  that  breast  and  cervical  cancer  are  the  number  one  and  two 
killers  of  African  American  women  under  the  age  of  34.  This  periodicity  schedule  for 
pelvic  exams,  pap  smears  and  mammograms  ignores  the  recommended  periodicity  as 
estabUshed  by  the  American  Cancer  Society,  among  other  health  associations,  and  will 
mean  that  African  American  and  poor  women  do  not  receive  the  preventive  care  services 
they  need. 

Furthermore,  the  Act  would  not  include  coverage  of  all  services  currently  mandated 
by  the  Medicaid  program,  such  as  rehabiUtation  and  therapy  services  for  congenital 
conditions  or  to  maintain  current  functioning  and  additional  mental  health  and  substance 
abuse  services,  adult  dental  care,  eyeglasses  and  contact  lenses.  Some  benefits,  such  as 
adult  dental  care  and  additional  mental  health  and  substance  abuse  services,  would  be 
phased  in  a  after  January  1,  2001.  However,  these  services  are  too  important  to 
underserved  communities  to  be  phased  in. 

RECOMMENDATION:  Preventive  services  mandated  by  the  Act  should  be  provided 
according  to  the  periodicity  schedule  recommended  by  the  American  Cancer  Society  and 
doctors  should  be  provided  the  discretion  to  order  such  tests  more  frequently  if  the  persons 
is  in  a  high  risk  category.  In  addition,  the  Act  should  be  amended  so  that  Medicaid  eUgible 
individuals  do  not  lose  benefits. 

in.  ESSENTIAL  COMMUNITY  PROVIDERS: 

A.        FederaUv  Funded  ainics  and  Health  Programs: 

The  Act  would  change  our  system  of  health  care  delivery.  It  would  mandate  that 
states  create  new  systems  of  health  care  that  would  be  regulated  by  both  new  and  existing 
administrative  institutions  and  agencies.   The  Act  would  basically  create  a  "managed  care" 
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system'"  {e.g.  Health  Maintenance  Organizations  and  Preferred  Provider  Organizations) 
and  would  provide  that  persons  covered  by  the  Act  be  provided  a  choice  of  health  plans 
which  include  managed  care  plans.  "Essential  community  providers"  (those  providers 
currently  serving  underserved  communities)  would  need  strong  protections  to  ensure  that 
health  plans  contract  with  them  with  terms  sufficient  to  ensure  that  they  will  be  viable  and 
be  able  to  offer  quahty  health  services. 

Under  the  Act  "essential  community  providers"  would  include  migrant  health  centers, 
community  health  centers,  homeless  program  providers,  family  planning  clinics,  Indian 
Health  programs,  AIDS  health  providers  under  the  Ryan  White  Act,  Maternal  and  Child 
Health  providers,  rural  health  cUnics,  and  community  practice  networks  (as  defined  in  the 
PubUc  Health  Access  Initiatives)."    §1582. 

Health  plans  would  be  required  to  either  enter  into  a  written  provider  participation 
agreement  with  essential  community  providers  or  enter  into  a  written  agreement  to  make 
payments  to  essential  community  providers.  §1431.  The  health  plan  would  be  required  to 
treat  the  provider  at  least  as  favorably  as  other  providers  with  respect  to  the  scope  of 
services,  payment  rates,  availabihty  of  financial  incentives,  risk  limitations,  and  assignment 
of  enrollees.  These  protections  would  only  apply  during  a  5-year  period  begiiming  with  the 
first  year  in  which  any  alliance  plan  is  offered  by  the  alliance.'^  §1432. 
RECOMMENDATION:  Minority  health  care  providers  located  in  underserved  areas  with 
a  majority  minority  patient  population  must  expressly  be  included  as  essential  community 
providers.  Furthermore,  health  plans  should  be  required  to  treat  essential  community 
providers  as  favorably  as  necessary  to  ensure  that  they  can  provide  the  same  quality  and 
level  of  care  as  all  plan  providers.  The  Act  should  provide  that  protections  be  extended 
if  the  Secretary's  studies  conclude  that  essential  community  providei^  would  be  harmed  by 
the  discontinuation  of  the  protections. 

Moreover,  strong  anti-redlining  protections  and  anti-discrimination  protections  are 
necessary  to  ensure  that  African  Americans  will  not  be  excluded  from  health  plans.  The 
Act  would  provide  some  important  protections,  but  would  not  provide  sufficient 
protections.  "Undesirable"  communities  may  not  actually  receive  covered  health  services 
from  health  plans  with  which  they  are  enrolled,  health  plans  may  not  seek  to  bargain  with 
regional  alliances  with  a  significant  number  of  African  Americans  and  low-income  people 
or  may  discriminate  against  African  American  doctors  aheady  located  in  these  communities 
by  not  contracting  with  them.  Anti-discrimination  provisions  of  the  Act  must  be 
strengthened  to  reduce  the  occurrence  of  redlining  and  to  provide  adequate  remedies  when 
discrimination  occurs. 

B.         Hospitals: 

The  Act  would  eliminate  payments  to  a  State  to  fund  hospitals  serving 
disproportionately  high  numbers  of  charity  and  Medicaid  patients.  As  part  of  the  PubUc 
Health  Access  Initiatives,  the  Act  would  provide  for  payments, to  hospitals  serving 
vulnerable  populations,  which  would  be  capped  at  $800,000,000  per  year.  §3481.  Payments 
would  only  be  made  under  this  section  for  a  period  of  5  years. 

RECOMMENDATION:  The  subsidy  cap  should  be  eliminated  and  sufficient  funding  for 
such  providers  guaranteed  for  as  long  as  necessary. 


'"  It  does  not  create  a  system  of  health  care  delivery  based 
strictly  on  managed  competition,  like  that  created  by  the 
Representative  Jim  Cooper,  the  Managed  Competition  Act  of  1993. 

*'  The  Secretary  of  HHS  would  be  authorized  to  certify  other 
providers  as  essential  community  providers,  which  provide  services 
in  health  manpower  shortage  areas  or  to  medically  underserved 
populations.  SS  1581,  1583. 

"  By  March  2001,  the  Secretary  of  HHS  would  conduct  studies 
that  assess  the  treatment  of  essential  community  providers  and  the 
impact  of  health  care  reform  on  them.  The  study's  recommendations 
would  apply  unless  a  joint  resolution  disapproving  them  is  enacted 
within  60  days  of  submission  of  the  recommendations  to  Congress. 


241 

Chairman  Rangel.  Eugene  McCabe. 

STATEMENT  OF  EUGENE  L.  MCCABE,  PRESmENT,  NORTH 
GENERAL  HOSPITAL,  NEW  YORK,  N.Y. 

Mr.  McCabe.  Thank  you  very  much,  Congressman. 

I  would  Hke  to  thank  you  and  the  committee  for  allowing  me  to 
present  my  views  today,  which  I  am  going  to  summarize. 

There  is  no  way  that  we  could  start  at  North  General  Hospital 
any  conversation  without  recognizing  the  upstanding  role  that  Con- 
gressman Rangel  has  played  in  the  hospital,  the  formation  of  the 
hospital,  and  the  continuation  of  it.  And  I  think  that  it  is  with  his 
support  that  we  remain  one  of  the  few  African -American  operated 
and  owned  hospitals  in  our  Nation. 

I  am  pleased  to  be  here  today  to  present  my  views  about  the 
need  to  reform  the  health  care  system  in  order  to  make  it  more  re- 
sponsive to  the  needs  of  our  patients  living  in  underserved  commu- 
nities like  Harlem. 

Before  I  begin,  however,  I  would  like  to  acknowledge  our  debt  to 
Congressman  Charles  Rangel  for  the  important  role  he  has  played 
in  making  North  General  a  hospital  that  works.  Two  years  ago, 
with  the  help  of  Congressman  Rangel  and  Governor  Mario  Cuomo, 
we  were  able  to  secure  $150  million  in  State-supported  tax-exempt 
bonds  to  construct  a  new  state-of-the-art  hospital. 

From  that  time  on,  our  attention  to  quality  care  for  all  is  what 
underpins  the  goals  we  share  with  the  administration  to  make  the 
health  care  system  accessible  and  affordable  to  all. 

As  the  debate  about  health  care  reform  shifts  about  the  land- 
scape of  public  opinion,  the  issue  of  whether  or  not  a  medical  care 
crisis  exists  has  now  become  front  page  news.  Whatever  the  view 
is  with  regard  to  the  state  of  our  Nation's  medical  care  system,  one 
fact  is  clear — look  around  you — too  many  neighborhoods  and  com- 
munities inside  our  urban  cities  can  be  described  as  health  war 
zones,  with  high  rates  of  infant  mortality,  far  too  many  HIV-AIDS 
related  deaths,  and  indiscriminate  violence  which  exacts  a  financial 
drain  on  providers  and  creates  an  incalculable  human  toll. 

There  is  Httle  debate  about  the  fact  that  there  is  a  health  care 
crisis  in  our  neighborhoods,  and  what  is  more,  most  would  agree 
that  the  implications  of  not  doing  anything  make  the  task  to  repair 
these  ills  greater  each  day. 

We  are  in  full  support  of  the  Clinton  administration's  plan  to  end 
this  health  care  nightmare  in  the  inner  cities  throughout  our  Na- 
tion. We  fully  support  universal  coverage,  the  creation  of  a  stand- 
ard benefit  package  for  all  Americans,  and  once  again,  yes,  we  do 
support  the  restructuring  of  the  system  to  make  it  both  accessible 
and  affordable  for  everyone,  not  just  the  privileged  few,  but  the  un- 
insured, the  undocumented,  and  the  unemployed. 

And  as  you  know.  Congressman,  in  New  York  City,  we  have 
about  a  half  million  people  that  are  undocumented  aliens  who  pres- 
ently wouldn't  be  eligible  for  the  card. 

If  we  truly  desire  to  make  it  a  reality,  the  time  to  act  is  now. 
Our  hospital  is  poised  between  two  communities  in  crisis,  Central 
Harlem,  predominantly  African-American,  and  East  Harlem,  pre- 
dominantly Latino,  recognizes  that  it  will  not  be  easy  to  gain  the 
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consensus  as  to  how  each  of  the  administration's  three  principal 
goals  can  be  achieved. 

However,  we  believe  it  is  important  not  to  put  off  seeking  work- 
able solutions  at  a  time  when  all  of  us  are  prepared  to  bring  some- 
thing to  the  table. 

I  won't  quote  them  now,  but  in  the  paper  I  distributed,  I  included 
several  charts  that  reflect  the  alarming  statistics  resulting  from 
the  inefficiencies  of  today's  system.  It  has  been  repeated  time  and 
time  again,  but  we  must  never  forget  that  Third  World  health  indi- 
ces too  often  are  the  rule  rather  than  the  exception  in  neighbor- 
hoods like  Harlem  and  East  Harlem. 

Moreover,  it  is  this  backdrop  that  leads  me  to  recommend  certain 
principles  that  should  be  part  of  health  care  reform,  if  we  seriously 
plan  to  attack  the  two-tiered  system  of  medical  care  that  some 
urban  dwellers  and  minorities  are  forced  to  confront  daily. 

I  think  you  made  the  point.  Congressman,  that  these  same  condi- 
tions exist  in  many  rural  areas  of  our  country  as  well,  and  that  the 
need  for  reform  there  is  equally  as  great.  At  North  Greneral,  we  be- 
lieve the  existing  dependency  on  hospital  emergency  rooms  is  too 
expensive  and  does  not  provide  the  continuity  of  care  we  need  to 
deal  with  the  multiple  illnesses  that  affect  our  patients  from  birth 
to  death. 

Accordingly,  a  new  delivery  system  with  more  primary  care  serv- 
ices and  new  views  about  prevention  are  key  elements  reform  must 
address.  But  even  if  by  some  magical  stroke  a  new  delivery  system 
took  form  tomorrow,  there  would  still  be  an  inefficient  number  of 
primary  care  physicians  and  specialists  to  staff  this  brave  new 
world  of  health  care.  Something  has  got  to  be  done  to  draft  more 
minority  players  to  staff  the  health  care  team. 

We  also  need  recognition  and  rewards  for  those  physicians  who 
have  been  in  the  trenches  long  before  it  was  economically  and  po- 
litically sound  to  do  so. 

Following  that,  additional  incentives  should  be  introduced  to 
change  the  percentage  of  primary  care  doctors  in  medical  school 
training  programs.  Certainly,  the  70  to  30  percent  ratio  of  special- 
ists to  primary  care  physicians  must  be  reversed  if  managed  care 
and  primary  care  are  to  be  the  future  delivery  systems  of  choice. 

Too  few  physicians,  too  few  primary  care  physicians  and  too  few 
outlets  to  practice  suggest  tax  supported,  government  initiatives 
could  go  a  long  way  toward  addressing  this  imbalance.  And  accord- 
ingly, I  would  respectfully  recommend  that  this  committee  consider 
the  following  suggestions  as  you  debate  and  craft  your  views  of  the 
final  reform  package. 

First,  proposed  legislation  that  provides  additional  tax  credits  to 
providers  practicing  underserved  areas.  Second,  offer  tax  incentives 
for  capital  formation  to  expand  medical  services  in  the  inner  city. 
Third,  provide  additional  Federal  funding  for  the  construction  of 
community  health  centers  that  operate  integrated  physician-hos- 
pital networks.  Also,  create  additional  incentives  for  primary  care 
training  in  minority  medical  schools,  and  create  "empowerment 
zones"  to  stimulate  business  activity  with  the  aim  of  expanding 
health  care  services. 

We  believe  that  if  implemented,  these  proposals,  together  with 
the  administration's  plan,  would  go  a  long  way  toward  establishing 
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a  health  system  in  which  equity  would  be  more  universal  than  it 
IS  today. 

Congressman,  thank  you  very  much. 

Chairman  Rangel.  Thank  you,  Mr.  McCabe. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  EUGENE  L.  MCCABE 

PRESIDENT 

NORTH  GENERAL  HOSPITAL 


Good  Morning.  I  am  Eugene  L.  McCabe,  President  of  Nortii  General 
Hospital,  a  240  bed  not-for-profit  community  teaching  hospital  in  Harlem,  New 
York  City.  I  am  pleased  to  be  here  today  to  present  my  views  about  the  need  to 
reform  the  health  care  system  in  order  to  make  it  more  responsive  to  the  needs  of 
our  patients  living  in  underserved  communities,  like  Harlem. 

However,  before  I  begin,  I  would  like  to  acknowledge  our  debt  to 
Congressman  Charles  B.  Rangel  for  the  important  role  he  has  played  in  making 
North  General  a  hospital  that  works.  Two  years  ago,  with  the  help  of 
Congressman  Rangel  and  Governor  Mario  Cuomo,  we  were  able  to  secure  $150 
million  in  state  supported  financing  to  construct  a  new  hospital  in  Harlem.  From 
that  time  on,  our  attention  to  quality  care  for  all  is  what  underpins  the  goals  we 
share  with  the  administration  to  make  the  healthcare  system  accessible  and 
affordable  for  all. 

As  the  debate  about  healthcare  reform  shifts  about  the  landscape  of  public 
opinion,  the  issue  of  whether  or  not  there  exist  a  medical  care  crisis  has  now 
become  front  page  news.  Whatever  the  view  with  regard  to  the  state  of  our 
nation's  overall  medical  care  system,  one  fact  is  clear  — look  around  you-  too 
many  neighborhoods  and  communities  inside  our  urban  cities  are  recognized  as 
health  war  zones,  with  high  infant  mortality,  HIV/AIDS  related  deaths,  and 
indiscriminate  violence. 

Yes,  we  all  recognize  that  there  is  a  health  care  crisis  in  our  neighborhoods, 
and  we  probably  would  all  agree  that  the  implication  of  not  doing  anything  makes 
the  task  greater  each  day.  We  are  in  full  support  of  the  Clinton  Administration's 
plan  to  end  this  healthcare  nightmare  in  the  inner  cities  throughout  our  nation.  We 
fully  support  universal  coverage,  the  creation  of  a  standard  benefits  package  for 
all  Americans,  and  once  again,  yes  we  do  support  the  restructuring  of  the  system 
to  make  it  both  accessible  and  affordable  for  everyone  -  not  just  the  privileged 
few  —  but  also  the  uninsured,  the  undocumented,  and  the  unemployed.  • 

Juxtaposed  between  two  communities  in  crisis  -  Central  Harlem  and  East 
Harlem  -  our  hospital  recognizes  that  it  will  not  be  easy  to  gain  consensus  as  to 
how  each  of  the  administration's  three  principle  goals  can  be  achieved.  However, 
we  believe  it  is  important  not  to  put  off  seeking  workable  solutions  at  a  time  when 
all  of  us  will  have  to  bring  something  to  the  table. 

I  won't  quote  them  now,  but  in  my  paper,  I  have  included  several  charts  that 
reflect  the  alarming  statistics  resulting  from  the  inefficiencies  of  today's  system. 
It  has  been  repeated  time  and  time  again,  but  we  must  never  forget  that  third  world 
health  indices  are  often  the  rule  rather  than  the  exception  in  neighborhoods  like 
Harlem  and  East  Harlem. 

Moreover,  it  is  this  backdrop  that  leads  me  to  recommend  certain  principles 
that  should  be  part  of  healthcare  reform,  if  we  seriously  plan  to  attack  the  two- 
tiered  system  of  medical  care  that  some  urban  dwellers  and  minorities  are  forced 
to  confront  daily. 

At  North  General,  we  believe  that  the  existing  dependency  on  hospital 
emergency  rooms  is  too  expensive  and  does  not  provide  the  continuity  of  care  we 
need  to  deal  with  multiple  illnesses  that  affect  our  patients  from  birth  to  death. 
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Accordingly,  a  new  delivery  system  with  more  primary  care  services  and 
new  views  about  prevention  are  key  elements  reform  must  address.  But  even  if 
by  some  magical  stroke,  a  new  delivery  system  took  form  tomorrow,  there  would 
be  an  inefficient  number  of  primary  care  physicians,  and  specialist  as  well,  to  staff 
this  brave  new  world  of  health  care.  Something  has  got  to  be  done  to  draft  more 
minority  players  for  the  team,  particularly  those  physicians  who  have  been  in  the 
trenches  long  before  it  was  economically  and  politically  sound  to  do  so. 

Following  that,  additional  incentives  should  be  introduced  to  change  the 
percentage  of  primary  care  doctors  in  medical  school  training  programs.  Certainly 
the  70  to  30  percent  ratio  of  specialists  to  primary  care  physicians  must  be 
reversed  if  managed  care  and  primary  care  are  to  be  the  future  delivery  systems 
of  choice. 

Too  few  physician,  too  few  primary  care  physicians,  and  too  few  outlets  to 
practice  suggest  tax  supported,  government  initiatives  could  go  along  way  toward 
addressing  this  imbalance. 

Accordingly,  I  would  recommend: 

■  Proposed  legislation  that  provides  additional  tax  credits  to  providers 
practicing  in  underserved  areas. 

■  Offer  tax  incentives  for  capital  formation  to  expand  medical  services  in  the 
inner  city. 

■  Provide  additional  federal  funding  for  the  construction  of  community  health 
centers  that  have  as  their  core  structure  integrated  physician/hospital 
networks. 

■  Create  additional  incentives  for  primary  care  training  in  minority  medical 
schools. 

■  Create  empowerment  zones  to  stimulate  business  activity  with  the 
aim  of  expanding  health  care  services. 

■  Provide  more  financial  incentives  to  managed  care  systems  that  have  an 
adequate  number  of  certified  minority  physicians. 

Thank  you  for  affording  me  the  opportunity  to  present  my  views  today.    I  know 
you  share  our  goal  of  quality  healthcare  for  all  at  a  cost  our  nation  can  afford. 
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TOPICS  FOR  DISCUSSION 


STRATEGIES  TO  ENCOURAGE  PROVIDER  PARTICIPATION 
IN  UNDERSERVED  COMMUNITIES 


1.  Impact  of  Health  Care  Reform 


2.  Reform  Implications  on  Community  Hospitals 


3.  No  Incentives  for  Providers  in  the  Current  System 


4.  Health  Disadvantages  and  Availability  of  Providers 


5.  Medicaid  Expenditures  and  Health  Status  Outcomes 


Changing  the  Structure  of  the  Health  Care  System 


Incentives  to  Attract  Providers 


8.  Stimulating  Economic  Re-Development 
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SUMMARY 


It  is  no  doubt  that  we  need  health  care  reform  to  contain  cost  and  provide  access 
to  all.  But,  are  we  prepared  to  face  the  challenge  and  impact  that  reform  will  have 
in  changing  the  business  of  healthcare  —  its  delivery  and  its  financing? 

The  market  is  reforming  itself.  Providers,  practitioners,  and  insurers  are 
integrating  to  create  new  delivery  systems  and  networks  that  offers  a  new  breadth 
of  services  while  aggressively  managing  costs  and  improving  patient  care.  These 
relationships  mirror  the  health  plans  that  the  White  House  is  looking  for.  But  what 
will  encourage  these  types  of  relationships  to  manifest  in  underserved  areas,  like 
Harlem? 

North  General  Hospital  and  other  community  health  care  facilities,  alike,  have 
been  forced  to  deal  with  issues  of  access,  quality  care,  and  cost  containment  in 
underserved  communities  long  before  reform  became  part  of  the  public  debate. 
We  have  weathered  low  reimbursement,  high  costs,  and  difficulty  in  recruiting 
qualified  physicians.  We  believe  that  all  of  these  obstacles  must  be  adequately 
addressed  through  reform  that  takes  into  consideration  the  traditionally  underserved 
who  have  not  enjoyed  conventional  access  to  care,  and  as  a  result,  help  drive  up 
the  cost  of  healthcare. 

We  know  that  reform  will  upend  the  system  that  prepares  health  care 
professionals.  As  it  now  stands  there  are  too  many  specialists,  and  too  few 
generalists.  There  are  even  fewer  in  inner  city  communities.  Only  34  percent  of 
615,000  U.S.  physicians  are  generalists,  and  only  15  percent  of  graduating 
medical  students  intend  to  become  primary  care  physicians.  However,  as  managed 
care  has  become  the  name  of  the  game,  and  providers  assume  rhore  financial  risks, 
the  market  will  open  to  primary  care  practitioners  who,  in  the  capitated  system, 
provide  continuity  to  patients,  and  cost  control.  All  these  elements  will  be  critical 
to  the  financial  success  of  provider  networks  and  the  ultimate  improvement  of  the 
delivery  system  to  the  underserved  community. 

These  elements  do  not  fare  well  in  underserved  areas.  This  is  due  to  a  number  of 
factors,  including  sicker  populations  and  low  reimbursement.  From  a  systems 
standpoint,  there  is  inadequate  information  management  and  poor  utilization  control 
strategies. 

In  order  for  providers  networks  to  move  in  these  areas  is,  ultimately,  a  potential 
for  managing  the  financial  risks  associated  with  underserved  populations.  This 
hinges  on  reduced  administrative  and  practice  costs  and  a  clear  understanding  of 
per  unit  costs  associated  with  populations  that  previously  had  no  dollars  for 
healthcare. 

Meeting  bottom  line  goals  across  the  board  will  have  to  involve  minority  health 
professionals  who  have  traditionally  provided  care  to  the  underserved  population. 
Their  (Our)  inclusion  in  prominent  and  significant  roles  is  critical  to  a  better 
understanding  of  problems  encountered  in  delivery  and  ensuring  healthcare  in 
minority  populations. 
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Lastly,  the  efforts  that  undergird  health  reform  will  change  the  landscape  of  our 
communities.  This  reform  plan,  while  not  nirvana,  will  take  us  and  our 
communities  much  closer  to  a  healthcare  environment  that  meets  our  needs  better 
than  the  one  we  have  today.  However,  successful  outcomes  from  reform  efforts 
will  greatly  depend  on  the  commitment  of  all  players  involved.  The 
Administration,  namely  Congress,  healthcare  providers,  businesses,  and  consumers 
forming  one  partnership  in  the  development  of  healthier  and  stable  communities 
from  a  delivery  system  that  meets  today's  needs. 


The  Impact  of  Health  Care  Reform 
in  Underserved  Communities 


Despite  the  debate  on  how  to  best  reform  the  healthcare  system  there  appears  to 
be  a  consensus  that  we  need  health  care  reform,  but  it  boils  down  to  what  kind  of 
system  we  want  and  how  to  pay  for  it  and  how,  more  importantly  from  the  view 
of  North  General  Hospital,  we  factor  in  the  underserved  communities  in  the 
equation. 

Community  Hospitals,  like  NGH,  have  been  providing  care  to  the  underserved  and 
uninsured  before  the  concept  of  universal  coverage  and  a  standard  benefits 
package.  Undoubtably,  reform  will  force  new  providers  into  underserved  areas 
through  their  affiliation  with  health  plans,  and  now,  providers  like  us,  will  have 
to  compete  if  we  plan  to  continue  to  treat  this  same  population.  Very  soon,  the 
issue  will  become  how  providers  are  providing  quality  care  and  not  just  meeting 
contractual  caps  to  retain  profits  and  how  to  improve  the  health  status  of  these 
communities. 

•  Create  New  Delivery  System  -  standard  benefit  package 

•  Control  Health  Care  Costs 

•  Administrative  Simplification 


Developments  In  Provider  Market  Resulting  From  Reform 

•  Integrating  Services 

•  Integrating  Networks  with  Providers  and  Practitioners 

•  Creating  Physician-Hospital  Organizations 


No  Incentives  For  Providers  to 
Practice  in  Underserved  Areas  Under  the  Current  System 

Physicians  are  not  generally  geared  towards  the  provision  of  care  for 
underserved  populations  from  training  to  actual  practice  in  a  specialty 
service.  Fifteen  percent  of  graduating  medical  students  said  they  intended 
to  become  primary  care  physicians.  Medical  school  students  wishing  to 
become  specialists  are  simply  responding  to  the  incentives  we  have  created 
for  them  ~  money,  prestige,  and  more  favorable  lifestyles. 
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The  diversity  associated  with  geography  and  poverty,  as  well  as  the  large 
number  of  immigrants  in  New  York,  is  unparalleled.  Statistics  show  that 
NYC  burden  of  illness  is  unlike  that  of  any  other  state: 

In  New  York  City  alone,  TB  and  AIDS  rates  are  five 
times  the  national  average,  homicide  rate  is  three 
times  the  national  rate  and  2.4  million  of  the  state's 
17.7  million  people  are  without  health  insurance. 

Drug  addiction  in  NYS  drives  up  health  care  costs 
through  increased  excess  morbidity  and  mortality. 
There   are  3.3  million  regular  smokers,  1.4  million 
problem  drinkers,  and  900,000  regular  substance 
abusers  aged  12  and  older  in  New  York  State. 


What  happens  is  that  people  are  sentenced  to  secondary,  low  quality  care 
because  of  limited  access  to  primary  care,  and  a  limited  amount  of  providers 
who  provide  care,  but  not  at  its  true  cost,  and  no  subsidies  to  make  up  the 
difference.  Simply,  incentives  in  the  current  system  discourage  preventive 
medicine. 


Health  Disadvantages  and  Availability 
of  Providers  In  Underserved  Communities 


The  health  status  in  underserved  areas  is  inextricably  bound  to  poverty,  lack 
of  education,  poor  housing  conditions  and  behavioral  lifestyles. 


New  York  is  the  epicenter  of  the  AIDS  epidemic  in  the  country,  and  in 
recent  years  has  experienced  unprecedented  outbreaks  of  diseases  such  as 
tuberculosis  and  measles  -  thought  to  have  been  eradicated  a  decade  ago. 


It  is  no  longer  newsworthy  to  discuss  the  shortage  of  minority  health 
providers  who  are  most  likely  to  serve  in  underserved  areas.  Although 
African-Americans  make  up  12  %  of  the  U.S.  population,  only  4%  of  U.S. 
physicians  are  Black.  In  NYC,  there  are  27,294  physicians,  and  only  8% 
are  Black.  We  must  father  a  method  to  recruit  more  African-American  and 
other  minority  physicians  to  the  market  place. 


New  York's  hospitals  have  long  been  recognized  as  premier  medical  training 
sites.  Fifteen  percent  of  all  residents  trained  nationwide  are  trained  in  the 
State.  The  New  York  City  Health  and  Hospital  Corporation  alone  has  over 
3,000  residents  and  trains  almost  four  percent  of  the  nation's  doctors. 
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Primary  Care  Resources  Chart 
NYC  vs  Central/East  Harlem 


Only  6%  of  NYC's  physicians  practice  in  Harlem.  However,  the  amount 
of  primary  care  physicians  per  1 ,000  population  in  East  Harlem  exceeds  the 
City  at  a  ration  of  five  to  one.  But  the  health  status  in  Harlem  ranks  the 
worst  in  the  City.  This  means  that  there  is  not  necessarily  a  relationship 
between  a  neighborhood's  existing  resources  and  its  health  care  utilization 
patterns  and  health  outcomes. 


Medicaid  Expenditures  and  Health  Status  Outcomes 
NYC/NYS  Medicaid,  Medicare,  and  Private  Payor  Pies 


New  Yoric's  Medicaid  program,  with  its  broad-based  eligibiHty, 
comprehensive  benefits,  and  a  strong  reimbursement  structure  for 
institutionally-based  care,  is  the  most  generous  in  the  country. 


The  Medicaid  program  continues  to  experience  explosive  expenditures 
growth  rates,  but  its  mandate  to  improve  the  health  status  of  its  participants 
and  reduce  the  disparity  in  health  status  between  the  City's  poorer  and  more 
affluent  communities  has  not  been  achieved.  The  City's  share  of  the 
Medicaid  expenditures  was  more  than  $13  billion  in  1993. 


In  1993,  the  State  spent  $19  billion  for  Medicaid  services,  of  which 
$10  billion  was  federal,  $5.6  billion  was  State  taxes,  and  $3.4  was  local 
revenues.    New  York  State  shares  a  greater  burden  than  many  other  states 
because  of  comprehensive  coverage  and  general  benefit  package. 


Twenty-one  percent  of  New  York  City's  population  is  Medicaid  eligible. 
Of  this  number,  40%  of  NYC's  Medicaid  eligibles  live  in  Harlem.  It  is 
clear  that  Medicaid  as  a  revenue  source  to  health  care  providers,  has 
improved  access  to  health  care  services.  Also,  access  to  community-based 
services  has  been  severely  hampered  by  low  fees  for  services  provided  by 
physicians  and  the  Medicaid  program  is  dominated  by  hospital-based 
expenditures  for  inpatient  and  outpatient  care.  Of  all  Medicaid  spending  in 
New  York  City  47%  is  absorbed  by  hospital  costs. 


As  Medicaid  expenditures  continue  to  soar,  they  are  having  very  little 
influence  on  the  health  status  of  persons  covered  by  the  Medicaid  program. 
While  hospital  admission  rates  in  neighborhoods  with  high  medicaid 
admissions  increase,  the  worst  health  outcomes  is  evidenced  by  health  care 
indicators  in  these  neighborhoods.  And  although  access  to  care  is  significant 
in  improving  poor  health,  access  alone  cannot  be  the  overall  solution. 
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Equally  significant  is  that  after  almost  three  decades  of  experience  with 
Medicaid,  most  program  participants  are  still  involved  in  service  delivery 
models  similar  to  those  used  thirty  years  ago.  These  models  perpetuate  use 
of  medical  services  that  are  fragmented,  uncoordinated,  and  inappropriate, 
and  that  are  often  accessed  at  the  point  when  the  care  is  acute  or  chronic. 


The  spiraling  costs  and  poor  health  outcomes  associated  with  the  State's 
current  Medicaid  program  certainly  conflict  with  the  goals  of  the  Health 
Security  Act  of  achieving  affordable  costs  and  improved  health  conditions. 
This  program  needs  to  be  looked  at  before  implementing  system  wide 
changes  around  it  in  New  York  State. 


The  structure  of  health  care  created  under  reform  will  have  to  weaken  the 
existing  structure.  Reform  efforts  are  emphasizing  prevention  and  primary 
care  centered  on  a  continuous  relationship  with  a  primary  care  physician 
who  assumes  responsibility  for  care.  The  primary  care  physician  is 
expected  to  be  part  of  a  network  of  services  that  includes,  in  addition  to 
preventive  care,  specialty,  acute  and  long  term  care  services. 
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RECOMMENDATIONS 


Proposed  legislation  for  programs  that  provide  additional  tax  credit  to 
providers  that  practice  in  underserved  areas. 


Continue  efforts  to  provide  business  opportunities  for  medical  students  to 
practice  in  underserved  areas  on  the  state  and  federal  levels.  This  includes 
providing  access  to  minority  physician  leadership. 


Provide  more  federal  funding  for  the  construction  of  community  health 
centers  that  have  as  their  core  structure  integrated  physician  hospital 
networks. 


Create  additional  financing  incentives  for  primary  care  medical  school 
training 


Give  more  contracting  leverage  to  managed  care  systems  that  have  an 
adequate  number  of  quality  minority  physicians. 


Create  empowerment  zones  to  stimulate  urban  business  activity  making 
communities  more  economically  vibrant. 


Stimulating  Economic  Re-Development  in  Underserved  Areas  -  Putting  money 
in  the  hands  of  community  residents  through  job  and  home-ownership  opportunities 


Statistics: 


In  Harlem,  40  percent  of  the  families  live  below  the  federal  level  for 
poverty. 

Per  capita  income  in  Harlem  is  $11,000  compared  to  $29,000  in  New  York 
City. 


Program  Initiatives: 

■  Empowerment  Zones 

■  Housing  Ownership  programs 

■  Incentives  for  Public-Private  Partnerships 
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ILLUSTRATIVE  CHARTS  AND  GRAPHS 

Ambulatory  Care  Clinics  -  East  Harlem  and  Central  Harlem 
Primary  Care  Physicians  -  East  Harlem  and  Central  Harlem 
Medicaid  Eligibles  -  East  Harlem,  Central  Harlem,  New  York  City 
Medicaid,  Medicare,  and  Private  Insurance  -  New  York  State 
HIV/AIDS  Admissions  -  East  Harlem,  Central  Harlem,  New  York  City 


Tuberculosis  Admissions  -  East  Harlem,  Central  Harlem, 
New  York  City 


Substance  Abuse  Admissions  -  East  Harlem,  Central  Harlem 
New  York  City 
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Ambulatory  Care  Clinics  - 1993 

East  and  Central  Harlem  vs.  NYC 
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Medicaid  Eligibles  -  %  of  NYC  Total 
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New  York  City 
21% 


Central  Harlem 
43% 


East  Harlem 
48% 


Medicaid,  Medicare,  and  Private  Ins. 

NYS  Percent  Population  Covered 


30% 


25%-- 


20% 


Medicaid 


Medicare 


BC/BS  HMO 

Commercial  Other 


256 

HIV/AIDS  Admissions 
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Substance  Abuse  Admissions 

Per  1 ,000  Population 


New  York  City 


Central  Harlem 


East  Harlem 
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Chairman  Rangel.  Mr.  Lopes. 

STATEMENT  OF  ANCELMO  E.  LOPES,  VICE  PRESmENT,  MID- 
ATLANTIC  OPERATIONS,  THE  PRUDENTIAL  INSURANCE  CO. 
OF  AMERICA,  AND  PRESIDENT,  PRUDENTIAL  HEALTH  CARE 
PLAN  OF  THE  MID-ATLANTIC,  BALTIMORE,  MD. 

Mr.  Lopes.  Thank  you,  Mr.  Chairman,  members  of  the  commit- 
tee. 

What  is  wrong  with  this  picture? 

Imagine,  if  you  will,  a  group  of  young  people  who,  because  of 
their  age,  should  be  the  healthiest  in  the  Nation.  Give  them  vir- 
tually unlimited  health  care  benefits  so  that  at  any  time  they  need 
care,  they  can  get  it  and  they  can  get  it  free.  Offer  them  every  op- 
portunity to  receive  immunizations,  regular  checkups,  health  edu- 
cation on  nutrition,  smoking  cessation  and  a  wide  variety  of  other 
areas.  And  then  consider  that  the  average  Medicaid  recipient  de- 
spite having  available  all  of  the  above,  is  far  less  healthy  than  the 
average  American. 

Here  is  a  group  who,  on  average,  will  live  shorter  lives,  whose 
children  will  be  bom  sickly  and  underweight,  who  will  ignore  the 
last  50  years  of  progress  in  preventive  care  and  whose  medical  care 
will  be  far  more  expensive  on  average  than  yours  and  mine. 

When  I  discuss  the  grim  ironies  of  providing  care  to  the  under- 
served,  I  often  confront  the  troubling  tendency  to  blame  the  vic- 
tims. While  I  agree  that  Medicaid  recipients  must  take  responsibil- 
ity for  their  own  health,  I  often  recall  Surgeon  Greneral  Joycelyn  El- 
ders' statement  that  in  her  home  State  of  Arkansas,  the  Medicaid 
card  is  almost  meaningless  because  there  are  entire  counties  in 
that  State  without  a  single  doctor. 

However,  you  don't  have  to  go  to  rural  America  to  find  physician 
shortages.  Today,  I  want  to  discuss  with  you  how  in  Baltimore 
City,  The  Prudential  is  working  on  innovative  approaches  to  the 
dual  dilemma  of  motivating  low-income  families  to  seek  preventive 
medical  care  and  having  enough  physicians  to  care  for  them. 

First,  a  word  about  my  organization.  The  Prudential  Health  Care 
Plan  of  the  Mid-Atlantic  is  a  Baltimore-based  HMO  in  Maryland, 
and  is  Maryland's  and  Prudential's  largest  Medicaid  HMO.  Some 
45,000  of  our  155,000  members  are  Medicaid  recipients. 

We  have  been  serving  Medicaid  recipients  for  more  than  a  dec- 
ade. I  personally  have  overseen  the  day-to-day  operations  of  the 
HMO  for  most  of  that  time. 

From  our  experience,  I  can  tell  you  that  attracting  physicians  to 
the  underserved  areas  grows  ever  more  difficult.  The  neighbor- 
hoods are  bad  and  getting  worse.  And  the  opportunity  to  establish 
a  prosperous  practice  is  at  best  difficult. 

The  patients  are  noncompliant.  They  show  up  late  for  appoint- 
ments, or  not  at  all.  They  forget  their  prescriptions,  they  often  dis- 
regard their  physician's  instructions.  A  key  frustration  for  doctors 
is  the  inability  to  solve  their  economic  and  social  problems. 

No  amount  of  medical  care  can  provide  them  with  the  wholesome 
food,  decent  housing  and  healthy  environment  they  lack.  The  chal- 
lenge of  serving  them  every  day  can  grind  down  even  the  most 
dedicated  doctors,  yet,  there  are  rewards,  such  as  the  gratitude  in 
a  mother's  eye,  or  the  joy  of  curing  children  of  diseases  that  more 


fortunate  kids  never  know,  or  the  knowledge  that,  really  and  truly, 
the  practice  of  medicine  can  make  a  difference  in  people's  lives. 

In  Baltimore,  we  have  found  that  other  inducements  were  impor- 
tant for  physicians  as  well.  For  example,  we  have  offered  physi- 
cians the  advantages  of  participating  in  group  practice.  They  don't 
face  the  big  startup  costs  that  go  with  setting  up  an  individual 
practice  and  they  share  responsibilities  for  being  on  call. 

We  constantly  recognize  the  extra  efforts  they  make.  We  provide 
ample  opportunity  for  inservice  training  and  educational  opportuni- 
ties that  they  might  not  be  able  to  take  advantage  of  on  their  own. 
And  we  design  and  maintain  spotlessly  clean  and  positive  working 
environments. 

Unfortunately,  none  of  these  help  pay  the  medical  school  bills.  So 
a  financial  inducement,  like  a  tax  credit  for  those  serving  medically 
underserved  areas,  is  an  excellent  idea.  It  would  make  it  possible 
for  physicians  to  give  low-income  families  the  chance  for  care  that 
we  all  want  and  desperately  need  to  encourage. 

However,  if  we  are  serious  about  wanting  to  improve  the  health 
of  low-income  families,  we  have  to  address  both  sides  of  the  equa- 
tion: Doctors  and  patients.  The  best  medical  staff  in  the  world  is 
ineffective  without  patients. 

This  is  one  area  where  the  flexibility  and  the  incentives  of  man- 
aged care  work  hand  in  hand.  In  addition  to  the  moral  imperative, 
we  have  a  very  real  financial  incentive  to  want  to  keep  our  mem- 
bers healthy.  All  HMOs  do. 

In  the  fee-for- service  environment  that  dominates  Medicaid,  pro- 
viders are  paid  when  a  patient  is  sick.  As  you  know,  in  the  man- 
aged care  environment,  we  make  our  money  when  members  are 
well.  Therefore,  we  take  extraordinary  and  innovative  measures 
just  to  encourage  our  members  to  show  up  for  preventive  care. 

For  example,  in  Baltimore  we  created  a  program  called  "Better 
Beginnings"  that  pays  an  expectant  mother  each  time  she  comes  in 
for  prenatal  care.  Indeed,  we  pay  them  a  crisp  $10  bill  if  they  come 
in  for  almost  any  service:  Smoking  cessation,  parenting  training, 
drug  counseling,  nutrition  courses.  Does  it  work?  Yes.  Right  from 
the  start  we  began  to  see  a  dramatic  decrease  in  the  number  of 
newborns  that  would  end  up  in  neonatal  intensive  care  units. 

By  saving  one  admission  a  year,  we  have,  in  fact,  paid  for  the 
entire  program.  We  are  also  so  determined  to  get  our  members  in 
for  routine  care  that  we  equipped  our  Medicaid  marketing  rep- 
resentative with  cellular  phones.  As  many  of  you  know,  many  of 
our  recipients  do  not  have  phones  in  their  homes  and  have  a  very 
difficult  time  reaching  providers  and  others.  So,  now,  when  our  rep- 
resentatives enroll  a  member  into  the  HMO,  they  can  place  a  call 
right  on  the  spot  to  that  member's  selected  primary  care  provider 
and  make  any  necessary  appointments  at  that  time. 

We  don't  stop  there,  however.  We  send  out  a  service  representa- 
tive to  visit  the  member  in  the  home.  We  make  sure  that  the  mem- 
ber understands  how  managed  care  works  and  how  important  it  is 
to  show  up  for  that  first  critical  appointment. 

We  have  added  extra  appointments  on  evenings  and  weekends, 
just  to  make  it  more  convenient  for  families  to  make  it  in  for  im- 
munizations. 
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After  the  State  of  Maryland  cut  transportation  funds,  we  dug 
into  our  own  pocket  to  provide  medical  offices  with  transportation 
money.  We  don't  want  members  to  miss  appointments  just  because 
they  don't  have  busfare. 

Finally,  we  don't  educate  people  in  the  importance  of  preventive 
care  by  waiting  around  for  them  to  simply  show  up.  We  go  into  the 
communities,  holding  monthly  health  fares  in  schools,  community 
centers  and  recreation  halls.  We  call  them  "Feeling  Good  Days." 
Amid  the  entertainment  and  balloons  for  the  kids,  we  offer  free 
blood  pressure  screening,  nutrition  tips  and  other  health  related  in- 
formation. 

Mr.  Chairman,  we  applaud  the  Congress'  efforts  to  meet  the 
needs  of  the  medically  underserved.  We  believe  that  those  efforts 
are  part  of  the  solution.  We  also  believe  that  another  part  of  the 
solution  is  the  innovative  approaches  that  managed  care  fosters,  in 
both  inner  city  and  rural  areas. 

We  hope  that  you  will  look  to  managed  care  companies,  such  as 
The  Prudential,  as  resources  for  new  ideas  as  we  address  the  Na- 
tion's health  care  crisis. 

Thank  you. 

Chairman  Rangel.  Thank  you,  Mr.  Lopes. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  ANCELMO  E.  LOPES 

VICE  PRESIDENT,  MID-ATLANTIC  OPERATIONS 

THE  PRUDENTIAL  INSURANCE  COMPANY  OF  AMERICA  AND 

PRESIDENT,  PRUDENTIAL  HEALTH  CARE  PLAN  OF  THE  MID-ATLANTIC 

Mr.  Chairman  and  Members  of  the  Committee: 

What's  wrong  with  this  picture? 

Imagine,  if  you  will,  a  group  of  young  people  who,  because  of  their  age,  should 
be  the  healthiest  in  the  nation.  Give  them  virtually  unlimited  health  care  benefits 
so  that,  any  time  they  need  care,  they  can  get  it  --  free.   Offer  thern  every 
opportunity  to  receive  immunizations,  regular  checkups,  and  health  education  on 
everything  from  nutrition  to  smoking  cessation. 

And  then  consider  the  average  Medicaid  recipient  who,  despite  all  of  the  above, 
is  far  less  healthy  than  the  average  American.   Here  is  a  group  who,  on  average, 
will  live  shorter,  less  productive  lives;  whose  children  will  be  born  sickly  and 
underweight;  who  will  ignore  the  last  50  years  of  progress  in  preventive  care; 
and  whose  medical  care  will  be  far  more  expensive,  on  average,  than  yours  or 
mine. 

When  I  discuss  the  grim  ironies  of  providing  care  to  the  underserved,  I  often 
confront  the  troubling  tendency  to  blame  the  victims.  While  I  agree  that  Medicaid 
recipients  must  take  responsibility  for  their  own  health,  I  always  recall  Surgeon 
General  Joycelyn  Elders'  statement  that,  in  her  home  state  of  Arkansas,  the 
Medicaid  card  is  almost  meaningless  --  because  there  are  many  entire  counties 
without  a  single  doctor. 

However,  you  don't  have  to  go  to  rural  America  to  find  physician  shortages. 
Today,  I  want  to  discuss  with  you  how,  in  Baltimore  City,  The  Prudential  is 
working  on  innovative  approaches  to  the  dual  dilemma  of  motivating  low-income 
families  to  seek  preventive  medical  care  --  and  having  enough  physicians  to  care 
for  them. 

First,  a  word  about  my  background.   I  am  president  of  the  Prudential  Health 
Care  Plan  of  the  Mid-Atlantic.  This  Baltimore-based  HMO  is  Maryland's  --  and 
Prudential's  -  largest  Medicaid  HMO.   Some  45.000  of  our  155,000  members  are 
Medicaid  recipients.  We  have  been  serving  medicaid  recipients  for  more  than  a 
decade.  I  personally  have  overseen  the  day-to-day  operations  of  the  HMO  for 
most  of  that  time. 

From  our  experience,  I  can  tell  you  that  attracting  physicians  to  underserved 
areas  grows  ever  more  difficult.  The  neighborhoods  are  bad  and  getting  worse. 
The  opportunity  to  establish  a  prosperous  practice  is  nil.  The  patients  are  non- 
compliant:  they  show  up  late  for  appointments,  if  at  all;  they  forget  to  take  their 
prescriptions;  they  often  disregard  their  physicians'  instructions.  A  key  frustration 
is  the  inability  to  solve  their  economic  problems.  No  amount  of  medical  care  can 
provide  them  with  the  wholesome  food,  decent  housing,  and  healthy 
environment  they  lack.  The  challenge  of  sen/ing  them  every  day  can  grind  down 
even  the  most  dedicated  doctors. 
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Yet,  there  are  great  rewards.  The  gratitude  in  a  mother's  eye.  They  joy  of  curing 
children  of  diseases  that  more  fortunate  kids  never  know.  The  knowledge  that, 
really  and  truly,  the  practice  of  medicine  can  make  a  difference  in  people's  lives. 

In  Baltimore,  we  found  that  other  "inducements"  were  important,  too.  For 
example: 

•  We  offered  our  physicians  the  advantages  of  group  practice.  For 
example,  they  didn't  face  the  big  start  up  costs  that  go  with  setting  up  a 
practice.  And,  they  could  share  the  responsibilities  of  being  on  call  after 
hours. 

•  We  constantly  recognized  the  extra  efforts  they  made. 

•  We  provided  ample  opportunity  for  in-sen/ice  training. 

•  We  designed  a  spotlessly  clean  and  positive  working  environment. 

•  We  created  a  team  atmosphere  so  that  physicians  knew  that  all  of  us  -- 
from  the  administration  down  to  the  janitor  -  were  working  together  on 
something  special  -  and  something  important. 

Unfortunately,  none  of  these  help  pay  medical  school  bills.  So  a  financial 
inducement,  like  a  tax  credit  for  serving  medically-underserved  areas,  is  an 
excellent  idea.  It  would  go  a  long  way  toward  making  it  possible  for  physicians 
to  give  low-income  families  the  care  that  we  all  want  -  and  desperately  need  --  to 
encourage. 

However,  if  we  are  serious  about  wanting  to  improve  the  health  of  low-income 
families  we  have  to  address  both  sides  of  the  equation:  doctor  arid  patient.  The 
best  medical  staff  in  the  world  is  worthless  without  patients. 

This  is  one  area  where  the  flexibility  and  the  incentives  of  managed  care  work 
hand  in  hand.  In  addition  to  the  moral  imperative,  we  have  a  very  real  financial 
incentive  to  want  to  keep  our  members  healthy  -  all  HMOs  do.  In  the  fee-for- 
service  environment  that  dominates  Medicaid,  providers  are  paid  when  a  patient 
is  sick.  As  you  know,  in  the  managed  care  environment,  we  make  our  money 
when  our  members  are  well. 

Therefore,  we  take  extraordinary  and  innovative  measures  -  just  to  encourage 
our  members  to  show  up  for  preventive  care.  For  example: 

•  We  created  a  program  called  "Better  Beginnings"  that  pays  expectant 
mothers  each  time  they  come  in  for  prenatal  care.  Indeed,  we  pay  them  a 
crisp  ten  dollar  bill  if  they  come  in  for  almost  any  sen/ice:  smoking 
cessation  classes,  parenting  training,  drug  counseling,  nutrition  courses. 


Does  it  work?  Well,  right  from  the  start  we  began  seeing  a  dramatic 
decrease  in  the  number  of  newborns  that  wound  up  in  neo-natal  intensive 
care.   If  we  save  only  one  admission  a  year,  the  program  pays  for  itself 
many  times  over. 

•  We  are  so  determined  to  get  our  members  in  for  routine  care  that  we 
equipped  our  Medicaid  marketing  representatives  with  cellular  phones. 
Now,  when  any  of  our  reps  enrolls  a  new  member,  they  place  a  call  -- 
right  on  the  spot  --  to  set  up  a  health  screening  appointment  at  the 
member's  new  medical  office. 

•  We  don't  stop  there,  however.  We  send  out  a  sen/ice  representative  to 
visit  the  member  in  her  home.  We  make  sure  that  she  understands  how 
managed  care  works  --  and  how  important  it  is  to  show  up  for  that  first 
critical  appointment. 

•  We've  added  extra  appointments  on  evenings  and  weekends,  just  to 
make  it  more  convenient  for  families  to  make  it  in  for  immunizations. 

•  After  the  State  of  Maryland  cut  transportation  funds,  we  dug  into  our  own 
pocket  to  provide  our  medical  offices  with  transportation  money.  We 
don't  want  members  to  miss  appointments  just  because  they  don't  have 
bus  fare. 

•  Finally,  you  don't  educate  people  to  the  importance  of  preventive  care  by 
waiting  around  for  them  to  show  up.  We  go  Into  the  communities,  holding 
monthly  "health  fairs"  in  schools,  community  centers  and  rec  halls.  We  call 
them  "feeling  good  days."  Amid  the  entertainment  and  balloons  for  the 
kids,  we  offer  free  blood  pressure  screening,  nutrition  tips  and  other 
health-related  information. 

Mr.  Chairman,  we  want  to  applaud  the  Congress'  efforts  to  meet  the  needs  of 
the  medically  underserved.  We  believe  that  those  efforts  are  part  of  the  solution. 
We  also  believe  that  another  part  of  the  solution  is  the  innovative  approaches 
that  managed  care  fosters.  We  hope  that  you  will  look  to  managed  care 
companies  like  The  Prudential  as  resources  for  new  ideas  to  address  our 
nation's  health  care  crisis. 

Thank  you. 
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Chairman  Rangel.  Dr.  Malmud. 

STATEMENT  OF  LEON  S.  MALMUD,  M.D.,  SENIOR  VICE 
PRESIDENT,  TEMPLE  HEALTH  SCIENCES  CENTER,  AND 
CHIEF  OPERATING  OFFICER,  TEMPLE  UNIVERSITY 
HOSPFTAL,  PHILADELPHIA,  PA. 

Dr.  Malmud.  Chairman  Rangel  and  distinguished  members  of 
the  panel.  I  am  Leon  Malmud,  a  physician  and  senior  vice  presi- 
dent for  the  Health  Sciences  at  Temple  University  and  chief  execu- 
tive officer  of  Temple  University  Hospital.  I  appreciate  the  oppor- 
tunity to  appear  before  you  to  discuss  ways  of  attracting  physician 
providers  to  locate  in  our  impoverished  inner  cities  and  other  un- 
derserved  areas. 

We  are  grateful  for  your  continued  leadership,  Mr.  Chairman, 
and  this  committee's  efforts  to  sustain  disproportionate  share  pro- 
viders. We  at  Temple  agree  that  this  issue  should  be  a  priority  goal 
in  any  health  care  reform  agenda. 

The  availability  of  coherent  primary  care  providers  in  all  neigh- 
borhoods would  undoubtedly  increase  access,  result  in  earlier  inter- 
ventions in  treating  patients  and  reduce  suffering  and  the  costs  as- 
sociated with  delayed  or  absent  care,  a  cost  which  is  now  reflected 
in  expensive  emergency  department  services. 

In  order  to  describe  my  perspective  on  the  problem,  it  might  be 
useful  to  describe  Temple  University  Hospital  and  its  School  of 
Medicine. 

Our  School  of  Medicine  has  graduated  more  minority  physicians 
than  all  but  one  other  American  medical  school  excluding  tne  three 
traditionally  black  schools.  Our  hospital  is  a  514-bed  academic 
health  center  owned  by  Temple  University,  a  State-related  school. 

We  are  located  in  an  impoverished  area  of  North  Philadelphia 
with  a  70  percent  Medicare  and  Medicaid  caseload,  most  of  which 
is  Medicaid.  Our  emergency  department  is  one  of  the  city's  busiest, 
with  over  40,000  cases  per  year.  We  are  the  busiest  penetrating 
trauma  center  in  Pennsylvania,  the  busiest  trauma  center  in  Phila- 
delphia and  60  percent  of  the  trauma  that  we  treat  is  the  result 
of  attempted  homicide. 

Last  year,  Temple  provided  at  cost  almost  $13  million  in  free  un- 
reimbursed care,  not  counting  additional  bad  debt.  Nearly  90  per- 
cent of  our  existing  free  care  is  due  to  patient  refusal  or  inabilitv 
to  be  enrolled  in  Medicaid.  That  is,  they  are  eligible  but  they  will 
not  sign  the  forms. 

Recently,  we  partnered  with  the  William  Penn  Foundation  in  an 
effort  to  reduce  the  infant  mortality  rate  in  Philadelphia;  it  is  a 
rate  which  is  near  20  per  thousand  live  births  and  24.6  per  thou- 
sand live  births  for  the  nonwhite  segment  of  our  community.  These 
rates  are  comparable  to  some  developing  nations.  Our  early  results 
following  interventions  indicate  success  as  measured  by  increased 
birthweight,  decreased  prematurity  and  no  mortality. 

The  program  is  relevant  to  your  hearings  today  because  it  en- 
compasses some  of  the  principles  which  I  will  advocate  as  we  ad- 
dress the  problem,  and  I  have  to  be  candid  with  you. 

The  President's  proposed  tax  credits  to  providers  requiring  5 
years  of  service  is  a  very  promising  incentive,  especially  for  our  av- 
erage student  that  graduates  with  $80,000  of  indebtedness  and  our 
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minority  students  who  graduate  with  an  average  of  over  $100,000 
of  indebtedness.  But  more  is  needed. 

Linkage  to  academic  health  centers  should  be  offered  to  provide 
these  physicians  with  the  continuing  education  and  continuing  clin- 
ical interaction  and  stimulation  that  they  would  have  with  full- 
time  academic  positions,  while  permitting  the  primary  care  physi- 
cian to  serve  as  the  role  model  for  the  next  generation  of  graduates. 
Medical  school  appointments  certainly  would  enhance  the  prestige 
of  these  clinical  primary  care  centers,  both  in  the  inner  city  and  in 
rural  areas. 

Temple  already  has  a  network  throughout  the  Commonwealth  of 
Pennsylvania  cited  by  Governor  Casey  in  one  of  his  recent  speech- 
es. 

Successful  health  care  is  a  partnership,  as  pointed  out  by  my  col- 
leagues here  today,  between  patient  and  provider.  When  there  is 
frequent  physician  provider  turnover,  however,  the  partnership  is 
not  successful.  Inner-city  patients  have  greater  needs  than  most. 

They  present  greater  management  problems  for  their  providers. 
They  are  less  compliant,  for  the  reasons  already  mentioned  here. 
The  problem  is  not  unsolvable,  however.  Additional  ancillary  medi- 
cal personnel,  such  as  nurse  practitioners,  and  social  workers,  case 
managers  and  physician  assistants  are  needed  to  better  commu- 
nicate with  the  patients,  take  the  pressure  off  the  physician,  and 
follow  the  patients  so  that  they  follow  their  therapy. 

In  some  instances,  transportation  proves  to  be  the  most  valuable 
intervention  in  maintaining  patient  compliance,  something  which 
has  not  changed  from  the  GEO  days  of  25  years  ago  when  I  served 
in  an  GEG  clinic  in  Alabama. 

Shuttle  service  was  the  most  effective  intervention.  We  wake  up 
the  patients,  bring  them  in,  treat  them  and  take  them  home.  As 
a  result,  caring  for  the  poor,  even  with  diseases  such  as  venereal 
disease,  tuberculosis  and  AIDS  has  been  more  successful. 

As  you  know,  Mr,  Chairman,  large  cities  are  often  nothing  more 
than  contiguous  neighborhoods  with  invisible  but  well-defined 
boundaries  for  their  residents.  For  that  reason,  we  believe  it  is  es- 
sential that  neighborhood  clinics  be  established.  They  should  be 
physically  attractive,  well  staffed  and  offer  all  primary  care  serv- 
ices. 

The  prestige  of  these  clinics  can  be  enhanced;  the  staffing  of 
these  clinics  can  be  enhanced;  and  the  management  of  these  clinics 
can  be  enhanced  by  connections  with  academic  health  centers. 
Parking  and  child  care  are  also  essential,  particularly  in  the  rural 
areas. 

Academic  health  centers  should  be  at  the  hub  of  these  neighbor- 
hood networks.  If  the  recommendation  appears  to  be  self-serving, 
it  is. 

I  point  out,  however,  that  it  is  generally  better  and  less  costly 
to  use  a  resource  already  available  than  to  try  and  reinvent  one 
with  an  unproven  alternative.  We  propose  a  model  which  encom- 
passes 5  to  10  physicians  in  10,000  to  15,000  square  foot  facilities 
in  neighborhoods  of  North  Philadelphia,  as  an  example.  Such  facili- 
ties would  have  a  critical  mass  of  support  personnel  and  patients 
to  interact  with  the  academic  health  centers  serving  as  the  primary 
care  providers  for  the  neighborhoods,  with  referrals  from  the  pn- 
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maries  to  the  tertiary  care  facility.  The  tertiary  care  facihty  would 
in  return  deliver  that  care,  as  well  as  supply  the  continuing  medi- 
cal education  and  dignity  which  physicians  often  seek  when  they 
are  out  in  the  trenches,  and  not  otherwise  associated  with  aca- 
demic institutions. 

We  see  it  as  a  win-win  model  in  which  the  existing  resource  of 
the  teaching,  tertiary  care  hospital  benefits  from  an  assured  large 
patient  base  served  by  primary  care  providers  in  neighborhood  sat- 
ellite offices,  instead  of  in  emergency  departments.  In  return,  the 
teaching  hospital  employs  the  health  care  providers  and  takes  care 
of  much  of  the  administration,  which  today  is  very  overwhelming 
to  most  providers. 

Excess  revenues,  if  present,  are  reinvested  in  the  system  in  the 
neighborhood,  not  in  some  remote  organization.  Since  many  man- 
aged care  providers,  unlike  those  represented  next  to  me  today, 
have  thus  far  avoided  marketing  to  Medicaid  recipients,  it  would 
be  essential  that  their  risks  be  minimized,  so  they  would  be  willing 
to  participate  in  the  system.  But  the  existing  academic  medical 
centers  always  have  been  and  will  continue  to  incur  the  greater 
costs  encumbered  in  treating  the  poor.  These  academic  health  cen- 
ters must  be  sustained. 

Two  key  elements  for  sustaining  them  are  adequately  funding  all 
payer  pools  to  support  the  training  and  education;  and  second,  pre- 
serving the  Medicare  and  Medicaid  disproportionate  payments. 
Surely,  no  one  believes  that  even  with  universal  coverage  we  will 
eliminate  the  age-old  problems  of  poverty,  or  totally  eliminate  free 
care. 

In  conclusion,  current  efforts,  given  the  limited  resources  avail- 
able, should  be  directed  toward  providing  tax  credits  to  primary 
care  providers,  loan  repayment  and  scholarship  programs  and  com- 
petitive salaries  for  those  serving  in  the  inner  city.  We  must  not 
allow  our  academic  health  centers  to  fail  as  we  approach  the  cur- 
rent challenge  of  training  more  primary  care  providers  and  extend- 
ing our  patient  care  and  teaching  networks  into  the  neighborhoods 
and  into  the  rural  areas. 

The  cost  to  society  in  reconfiguring  us  will  be  far  greater  than 
in  sustaining  us  while  we  work  with  Congress  and  the  administra- 
tion during  this  difficult  transition  period. 

Thank  you. 

[The  statement  of  Dr.  Malmud  follows:] 
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STATEMENT  OF  LEON  S.  MALMUD,  M.D. 

SENIOR  VICE  PRESIDENT,  TEMPLE  HEALTH  SCIENCES  CENTER 

CHIEF  OPERATING  OFFICER,  TEMPLE  UNIVERSITY  HOSPITAL 

I  am  Leon  S.  Malmud  M.D,  Senior  Vice  President  of  the  Temple 
University  Health  Sciences  Center  and  Chief  Executive  Officer  of 
the  Temple  University  Hospital.   I  appreciate  this  opportunity  to 
appear  before  you  to  discuss  the  problem  of  encouraging  physician 
providers  to  locate  in  impoverished  inner  city  areas.   This  has 
been  a  Temple  priority  and  concern  for  a  long  time  because  we 
believe  that  the  convenient  location  of  primary  care  providers  is 
a  key  to  quality  care  and  cost  effective  medicine  in  the  inner 
city.   Inner  city  residents  must  be  provided  the  opportunity  and 
at  the  same  time  encouraged  to  seek  care  at  less  intensive  and 
less  expensive  sites  than  the  emergency  rooms  which  they  now  use 
as  their  primary  care  facilities.   Increasing  the  availability  of 
providers  of  both  treatment  and  preventive  medicine  and  locating 
them  in  their  neighborhoods  that  are  easily  accessible  to  inner 
city  families  decreases  the  likelihood  of  delayed  treatment  until 
the  medical  condition  is  more  advanced.   This,  therefore,  should 
be  a  priority  goal  in  a  health  care  reform  plan. 

To  put  this  goal  in  perspective,  I  believe  it  would  be  helpful  if 
I  provide  you  with  the  background,  setting,  and  describe  the 
activities  of  our  Hospital. 

TEMPLE  UNIVERSITY  HOSPITAL  AND  NORTH  PHILADELPHIA 

Temple  University  Hospital,  which  is  owned  by  Temple  University, 
a  state  related  school,  is  a  high  occupancy,  514  bed  academic 
medical  center  located  in  an  impoverished  area  of  North 
Philadelphia.   In  certain  areas  of  North  Philadelphia,  minorities 
account  for  95%  of  the  population,  the  unemployment  rate  is  as 
high  as  35%,  42%  have  completed  the  eighth  grade  or  less  and  33% 
have  dropped  out  of  high  school.   Of  the  2  5%  who  have  graduated 
from  high  school,  many  read  at  less  than  the  6th  grade  level  and 
would  have  difficulty  completing  a  job  application  or 
participating  in  a  job  training  program. 

The  1993  Council  of  Teaching  Hospitals  survey  of  Academic  Medical 
Centers  ranked  Temple  fourth  in  the  country  for  the  proportion  of 
inpatients  services  devoted  to  the  Medical  Assistance  and  Medical 
populations.   Except  for  the  Historic  Black  Universities,  we  have 
the  second  largest  minority  alumni  in  the  country,  and  we  are 
increasing  our  efforts  to  train  more  minorities  as  well  as  to 
develop  programs  which  offer  upward  mobility  to  minorities  who 
are  employed  in  nonclinical  positions. 

Of  our  1994  graduating  class,  60%  chose  to  train  in  the  primary 
care  specialties  of  internal  medicine,  pediatrics,  family 
practice  and  obstetrics/gynecology.   This  is  an  11  percent 
increase  from  the  graduating  class  of  1987.   We  are  currently 
developing  a  data  base  which  will  allow  us  to  better  track  our 
graduates'  location  of  practice.   We  do  know,  that  30  to  40%  of 
our  minority  students  practice  in  medically  underserved  areas. 

Some  believe  that  admissions  committees  can  screen  potential 
medical  school  applicants  to  increase  the  number  who  will  choose 
primary  care  residencies.   While  we  are  working  on  this,  it  is  an 
area  which  is  very  difficult  to  predict.   Too  many  things  can 
happen  in  the  course  of  a  medical  education  which  can  change 
career  choices.   Nevertheless,  we  found  a  positive  correlation 
with  an  applicant's  previous  community  services  in  college,  in 
high  school,  and  with  older  applicant's  life  experience  and  their 
choice  of  primary  care.   In  addition,  we  are  working  to  devise  a 
better  curriculum  for  primary  care  which  we  hope  will  have  a 
positive  impact  on  the  selection  of  primary  care. 

The  building  of  our  new  Hospital  in  the  inner  city,  instead  of 
the  suburbs  was  the  result  of  a  decision  to  maintain  our 
commitment  to  our  community. 

Our  caseload  is  70%  Medicare  and  Medicaid.   We  are  the  largest 
single  provider  of  indigent  care  in  Pennsylvania.   About  80%  of 
our  indigent  patients  require  nutritional  intervention  as  part  of 
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violent,  penetrating  trauma  of  any  center  in  Pennsylvania.   Fully 
60%  of  the  trauma  cases  treated  at  Temple  were  the  result  of 
attempted  homicide. 

Despite  our  outreach  efforts  to  inform  the  community  of  the 
availability  of  pre  and  post  natal  care,  our  area  has  an  infant 
mortality  rate  exceeding  that  of  many  developing  nations,  19.6 
per  thousand  live  births  and  24.6  per  thousand  in  the  non-white 
segment  of  our  service  area.   About  60%  of  the  babies  we  deliver 
are  born  to  high  risk  mothers,  and  15%  of  our  newborns  have 
evidence  of  cocaine  in  their  urine  at  the  time  of  birth.   Single 
mothers  account  for  73.5%  of  the  births  in  Temple's  immediate 
service  area. 

Last  fiscal  year  the  Hospital  provided,  at  cost,  almost  $13 
million  in  free  and  underreimbursed  care.   Prior  to  the  change  in 
Pennsylvania's  Medical  Assistance  inpatient  payment  rates,  this 
amount  exceeded  $20  million.   Approximately  89%  of  our  inpatient 
free  care  is  the  result  of  the  patient's  refusal  to  cooperate 
with  the  process  necessary  to  get  them  enrolled  in  Medical 
Assistance.   Whether  because  of  a  lack  of  education,  fear,  or  an 
attempt  to  conceal  illegal  pursuits,  the  end  result  is  that 
safety  net  hospitals  like  Temple  are  required  to  bear  the 
financial  burden  of  this  care. 

Another  factor  that  contributes  to  our  losses  is  the  lack  of 
adequate  access  to  non-hospital  care  for  the  indigent.   Patients 
who  no  longer  need  acute  care  often  need  intermediate  or  personal 
care.   The  shortage  of  nursing  home  beds  forces  us  to  choose 
between  discharging  patients  into  an  environment  where  we  know 
they  will  not  receive  the  care  they  need  and  keeping  them  in  an 
acute  care  bed  and  "eating  the  costs".   Many  of  these  patients 
have,  at  best,  inadequate  family  support  systems  to  provide  them 
care  during  their  recuperative  period.   They  may  live  in  a  three 
story  walkup  where  the  bathroom  is  downstairs.   They  may  have  an 
unalterable  arrangement  with  the  landlady  who  provides  one  hot 
meal  a  day  on  the  ground  floor.  Under  such  circumstances  we  have 
no  other  choice  but  to  keep  the  patient  in  the  hospital. 

Temple's  emergency  department  is  one  of  the  most  active  centers 
in  the  Philadelphia  area  with  approximately  40,000  visits  per 
year.   As  part  of  this  service  we  operate  a  non-urgent  care 
center  within  our  emergency  department.   We  try  to  divert  non- 
acutely  ill  patients  into  this  setting,  thereby  relieving 
pressures  on  our  emergency  facility. 

A  hurdle  all  inner  city  hospitals  have  to  surmount  is  the  fact 
that  the  indigent  have  accessed  emergency  departments  for  their 
health  needs  for  generations  and  will  continue  to  do  so  until  we 
can  successfully  change  this  pattern. 

Temple  was  one  of  the  founding  members  of  the  Health  Partners 
Medical  Assistance  Managed  Care  Program.   This  program,  which 
currently  covers  75,000  people  brings  integrated  health  care  to 
these  recipients  through  a  partnership  of  hospitals,  primary  care 
physicians  and  the  Commonwealth  of  Pennsylvania.   As  a  recent 
recipient  of  the  American  Hospital  Association's  first  NOVA 
Award,  Health  Partners  was  honored  for  its  innovative  solutions 
to  the  problems  of  inner  city  health  care.   Through  provider 
networks.  Health  Partners  offers  dental,  mental  health  providers, 
substance  abuse  treatment,  home  health  agencies,  ambulance  and 
paratransit  services,  local  retail  druggist  and  vision  care 
services. 

Additionally  Temple  recently  received  a  grant  from  the  U.S. 
Public  Health  Service  for  a  collaborative  effort  between  the 
federally  funded  Philadelphia  Parent  Child  Center  and  Temple 
University  Hospital  to  demonstrate  an  expanded  nursing  practice 
arrangement  for  primary  care  to  increase  access  in  an  underserved 
urban  area  and  serve  as  an  effective  clinical  learning  facility 
in  primary  care.   We  feel  it  will  be  a  cost  effective  way  to 
provide  family  centered  primary  care,  health  promotion  and 


disease  prevention  services  to  the  underserved  population  of 
North  Philadelphia. 

PROVIDING  INNER  CITV  HEALTH  CARE 

As  we  have  indicated  in  the  past,  incentives  should  be  created  to 
recruit  and  to  retrain  health  care  professionals  in  the  inner 
city.   These  incentives  must  include  adequate  payment  for 
services  provided,  since  most  other  incentives  will  not  maintain 
the  loyalty  of  physician  providers  who  can  find  better 
opportunities  elsewhere.   Additional  incentives  beyond 
competitive  reimbursement  should  include  medical  school 
scholarships  for  primary  care,  loan  repayment  forgiveness,  and 
the  establishment  of  linkages  to  medical  schools  and  academic 
health  centers  to  provide  the  physicians  with  a  sense  of  prestige 
and  to  permit  them  to  serve  as  role  models  for  the  next 
generation  of  inner  city  health  care  providers. 

It  is  obvious  that  to  attract  providers  to  the  inner  city  there 
must  be  sufficient  personal  financial  incentives  to  make  inner 
city  practice,  with  all  its  difficulties,  rewarding.   But  the 
problems  involved  in  providing  decent  health  care  in  the  inner 
city  are  not  just  economic.   They  are  psychological  and 
environmental,  and  the  solutions  must  be  structural  as  well  as 
financial.   They  must  focus  on  the  quality,  as  well  as  the 
quantity  of  medical  services,  and  above  all  the  solutions  must  be 
designed  to  meet  the  special  needs  of  both  the  providers  and 
their  patients. 

Health  care  reform  in  the  inner  city  must  produce  motivated, 
competent,  adequately  compensated  physicians  whose  practice  is 
supported  by  an  institutional  infrastructure  designed  to  meet  the 
special  needs  and  help  overcome  the  special  problems  of  inner 
city  patients.   The  patients  must  be  encouraged  to  meet  their 
health  care  responsibilities  and  those  of  their  children  in  an 
environment  that  will  motivate  them  and  alleviate  any  fears  for 
their  safety. 

The  inner  city  primary  care  problem  involves  both  quantity  and 
quality.   While  there  is  an  insufficient  number  of  primary  care 
physicians  in  the  inner  city,  there  are  those  who  do  practice 
there.   Many  of  them  do  not  have  the  skills  necessary  to  deliver 
quality  primary  care  to  indigent  patients,  or  to  coordinate  the 
care  with  other  available  resources.   They  need  training  and 
support.   Some  inner  city  doctors  churn  patients  through  the 
existing  fee  for  service  systems. 

Successful  health  care  in  any  environment  is  a  partnership 
between  the  provider,  (that  is  the  physician  or  other  health  care 
professional) ,  and  the  patient.   Inner  city,  medically 
underserved  patients  represent  a  greater  challenge  to  the  health 
care  provider  than  do  better  educated  patients  who  possess 
greater  economic  and  family  resources.   Inner  city  patients  seek 
health  care  later  in  the  disease,  present  with  more  advanced 
diseases,  are  less  compliant  in  taking  their  medication  and  are 
less  knowledgeable  regarding  the  consequences  of  poor  health 
care.   Working  with  these  patients  is  more  demanding  on  the 
physician,  who  senses  deep  frustration  and  his  or  her  ability  to 
affect  outcome. 

The  problem  though  is  not  unsolvable.   Additional  ancillary 
medical  personnel  such  as  nurse  practitioners,  social  workers, 
case  managers,  and  physician  assistants,  can  all  help  to  better 
communicate  with  the  patient,  explain  the  need  to  follow 
recommended  therapy  and  track  the  patient.   In  some  instances, 
transportation  needs  to  be  provided  to  assist  patients  in  keeping 
their  appointments.   Poverty  is  expensive.   And  taking  care  of 
poor  patients  is  more  costly  per  patient  than  caring  for  the 
rich. 


270 


Inner  city  medicine  must  also  be  viewed  from  the  perspective  of 
the  patient.   Among  the  things  we  have  learned  from  talking  with 
both  patients  and  doctors  is  that  most  inner  city  residents  do 
not  feel  safe  going  to  a  single  storefront,  solo  practitioner 
office.   They  need  and  want  large,  well  lit,  conveniently  located 
group  practice  sites  that  are  clean  and  secure.   Ideally  theses 
offices  should  have  receptionists,  appropriate  security,  social 
service  support,  parking  and  day  care  support  for  waiting 
children.   The  lack  of  these  services  and  a  secure,  inviting 
environment  discourages  inner  city  resident  from  using 
neighborhood  providers. 

Let  me  give  you  an  example  of  what  we  have  done  at  Temple  in 
partnership  with  the  William  Penn  Foundation  and  through  the 
leadership  of  our  Chairman  of  OB/GYN,  Dr.  E.  Albert  Reece,  in 
trying  to  reduce  infant  mortality.   We  established  an  outreach 
program  whose  goal  it  is  to  reduce  infant  mortality  by  providing 
coherent,  free  pre-natal  care  and  postpartum  care  for  those  at 
highest  risk  in  our  immediate  service  area,  especially  unwed 
pregnant  women,  as  young  as  11  years  and  substance  abusing 
pregnant  women. 

The  program  provides  social  work  support,  dieticians,  nurses, 
obstetricians,  nurse  practitioners,  and  transportation  to  our 
population.   As  a  result  of  this  intensive  investment,  we  have 
witnessed  a  reduction  of  prematurity,  higher  birth  weight  infants 
and  an  early  reduction  in  infant  mortality.   The  adequacy  of  the 
support  services  has  also  resulted  in  more  satisfaction  for  the 
providers,  who  feel  less  frustrated  in  dealing  with  patients  who 
are  more  compliant  and  most  importantly  whose  outcomes  are  more 
successful.   The  program  is  based  in  a  recently  renovated, 
generously  appointed  facility.   Appointments  are  honored  by  both 
patients  and  physicians,  diets  are  maintained,  complications  of 
pregnancy  are  treated  earlier  and  more  successfully.   The  success 
of  the  program  breeds  success  for  all  participants:  patients  and 
providers.   Contrast  this  with  a  typical  crowded  understaffed, 
inner  city  clinic,  without  these  services,  especially 
transportation,  in  which  appointments  are  kept  at  a  much  lower 
rate  by  the  patients  leading  to  poorer  outcomes  for  them  and 
greater  dissatisfaction  and  frustration  for  the  provider. 

Equally  detrimental  to  effective  inner  city  primary  care  are 
attitudes  and  habits  of  many  inner  city  persons  who  may  never 
have  learned  to  act  responsibly  about  their  or  their  family's 
health.   Physicians  find  inner  city  practice  frustrating  because 
patients  are  not  compliant.   They  don't  keep  appointments.   They 
don't  follow  instructions  regarding  their  medication  or  diet. 
Communication  can  be  difficult,  especially  when  you  consider  the 
unfortunate  lack  of  education. 

The  remedy  for  these  problems  and  the  need  to  make  the  practice 
of  inner  city  medicine  both  intellectually  and  emotionally  more 
rewarding  might  start  with  the  establishment  of  large  group 
practices  associated  with  academic  medical  centers,  or  large 
teaching  hospitals.   These  group  practices  might  involve  five  to 
ten  physicians  in  a  10  to  15  thousand  square  foot  facility.   Such 
a  facility  is  large  enough  to  have  a  critical  mass  of  patients  to 
provide  a  support  system.   With  that  structure  in  place,  there 
must  be  organized  an  infrastructure  of  professional  and 
administrative  support  from  the  home  base  center  out  to  the 
primary  care  physician.   There  must  be  a  critical  mass  of  support 
persons,  patient  liaisons,  who  are  in  constant  contact  with 
patients  to  remind  them  to  take  their  medicine,  follow  other 
instructions  and  keep  their  appointments. 

We  urge  that  health  care  reform  legislation  assure  that  inner 
city  indigent  patients  have  access  to  quality  medical  care 
through  the  establishment  of  neighborhood  primary  care  group 
practice  clinics  which  are  integrated  with  larger  institutions 
associated  with  academic  medical  centers  and  medical  schools  that 
serve  as  recruitment  vehicles  and  training  sites  for  inner  city 
residents  and  physicians. 
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HEALTH  REFORM  AND  TEMPLE  UNIVERSITY  HOSPITAL 

Many  have  suggested  that  universal  coverage  under  health  care 
reform  will  eliminate  charity  care.   The  same  was  undoubtedly 
said  of  Medicare  and  Medicaid.   I  am  certain  that  the  hospitals 
serving  your  constituents  face  the  same  problems  that  we  do.   It 
is  safe  to  predict  that  their  charity  care  and  demand  for 
disproportionate  resources  will  continue  for  at  least  a 
generation  after  we  have  been  able  to  capture  into  the  health 
care  system  those  who  have  appeared  to  have  been  disenfranchised 
from  it. 

I  challenge  the  assumption  that  the  combination  of  universal 
coverage  and  the  two  academic  health  center  funding  pools  will 
solve  the  problem  of  Temple  and  other  inner  city  academic  health 
centers.   We  are  grateful  for  the  recognition  that  all  payers 
contribute  to  the  education  and  training  as  well  as  to  encourage 
all  to  provide  access.   This  would  be  only  a  beginning. 
Universal  coverage  will  not  eliminate  those  3%  of  our  inpatient 
cases  that  are  eligible  but  refuse  to  sign  up  for  Medicaid 
because  they  are  unable  or  unwilling  to  provide  their  names, 
addresses  or  social  security  numbers. 

Will  the  government  be  willing  to  provide  reimbursement  for  these 
patients  who  give  false  names  and  addresses?   Will  we  be 
reimbursed  for  those  who  have  no  health  security  cards  because, 
for  whatever  reason,  as  the  forgotten  or  rejected  in  our  inner 
cities,  they  fell  through  the  cracks  of  an  otherwise  efficient 
universal  coverage  system? 

Fully  89%  of  our  free  inpatient  care  is  the  result  of  patients' 
failure  to  cooperate  with  the  enrollment  process.   A  total  of  92% 
of  Temple  University's  free  care  patients  are  classified  on 
admission  as  emergency  or  trauma  cases. 

The  Clinton  plan  proposes  to  eliminate  the  Medicaid 
disproportionate  share  and  dramatically  reduce  Medicare 
disproportionate  share  payments.   It  offers  instead  a  Vulnerable 
Population  amount,  authorized  for  only  5  years,  of  only  $800 
million  to  $1  billion.   When  fully  implemented.  Temple  is  at  risk 
of  losing  approximately  $19  million  from  these  two  reductions 
alone.   Temple  ij;  only  one  of  the  many  safety  net  hospitals  that 
will  be  financially  crippled  if  these  provisions  are  implemented. 

The  problems  which  prompted  your  committee  to  create  the 
disproportionate  share  adjustment  will  not  disappear  just  because 
patients  have  health  care  cards.   Nor  will  we  be  adequately 
reimbursed  under  many  of  the  proposals  you  have  before  you.   Many 
providers  will  be  unwilling  or  unavailable  to  treat  these 
patients.   Nor  will  all  the  health  plans  in  a  highly  competitive 
environment  be  willing  to  cover  such  patients.   Our  burn,  trauma, 
neonatal  and  intensive  care  as  well  as  our  emergency  department 
services  are  important  to  all  citizens,  but  they  are  more 
frequently  required  by  the  medically  underserved.   Managed  care 
and  costs  restrictions  currently  being  imposed  on  us  make  it 
imperative  that  new  health  care  reform  laws  provide  the  fiscal 
certainty  of  inner  city  academic  health  centers. 

Universal  access  to  medical  treatment  will  neither  eliminate  nor 
reduce  the  problems  and  conditions  that  compound  the  burdens 
imposed  on  inner  city  medical  systems:  homelessness,  drug  abuse, 
educational  deficiency,  unemployment  and  crime.   Unless  these 
conditions,  too,  are  treated,  no  system  of  medical  treatment, 
however,  efficient,  will  reduce  the  burdens  they  impose  on  inner 
city  safety  net  hospitals.   We  can,  however,  transfer  some  of 
that  burden  to  a  more  effective  and  less  costly  system  of 
integrated  health  care  sites. 
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INTEGRATED  NEIGHBORHOOD  PRIMARY  HEALTH  CARE  SITES 

Temple  has  begun  to  implement  its  plan  to  establish  neighborhood 
health  centers.   We  have  recently  acquired  a  local  nursing  home 
that  was  in  danger  of  closing  and  we  are  working  with  neighboring 
health  centers.   Our  model  nurse  practitioner  primary  care  site 
that  was  supported  by  the  U.S.  Public  Health  Services  will  become 
part  of  our  growing  primary  care  network.   It  will  access  to 
medical  specialty  and  hospital  backup  support  as  well  as  the 
Hospital's  business  and  financial  expertise  in  operating  primary 
care  facilities. 

These  centers  will  provide  an  alternative  to  the  emergency 
department  which  is  now  often  the  only  or  the  easiest  entry  point 
into  the  health  care  system.   Families  will  be  encouraged  to  seek 
care  at  the  onset  of  an  illness  instead  of  waiting  until  they  are 
sicker  and  their  condition  becomes  an  emergency.   This  will 
reduce  the  cost  of  their  health  care,  and  because  they  will  have 
an  ongoing  relationship  with  a  group  of  primary  care  physicians 
it  will  increase  the  quality  of  their  care  and  afford 
opportunities  to  encourage  preventive  treatment  through 
immunizations,  prenatal  care  and  other  procedures. 

The  quality  of  care  at  the  centers  will  also  be  enhanced  by 
making  them  part  of  a  local  health  care  system  that  is 
operationally  and  financially  integrated  with  Temple's  academic 
health  center.   In  this  way,  we  can  assure  the  presence  of 
primary  practitioners  to  staff  the  centers,  coordinate  the 
availability  of  specialists  such  as  orthopedists,  neurologists 
and  cardiologists  when  they  are  needed  and  monitor  the  quality  of 
care  at  the  centers.   We  will  enhance  the  centers'  viability  by 
helping  them  set  up  their  patient  information,  billing  and  other 
financial  systems  in  ways  that  will  avert  or  reduce  the  potential 
for  loss  of  funds  or  opportunities  for  fraud  and  at  the  same  time 
help  them  identify  sources  of  funds  to  which  they  may  be  entitled 
or  for  which  they  may  be  eligible.   Moreover,  the  fact  that  we 
are  responsible  for  the  center  will  provide  stability  for  the 
community.  If  the  provider  leaves,  we  will  remain  committed  to 
the  center  and  to  provide  a  primary  care  doctor  to  care  for  the 
patients.   Any  profits  will  be  reinvested  in  the  community. 

As  a  result  of  our  preliminary  studies,  we  have  found  a  number  of 
other  characteristics  which  should  be  factored  into  neighborhood 
health  centers  to  make  them  successful.   As  noted  earlier,  inner 
city  indigent  people  want  large  and  secure  storefront  Medicaid 
facilities,  and  they  prefer  group  practices  to  sole 
practitioners.   They  want  the  academic  center  staff  to  be 
available  as  ombudsmen  to  help  determine  their  need  to  particular 
kinds  of  medical  interventions  such  as  substance  abuse  treatment 
and  prenatal  care  and  counseling.   They  also  need  help  in 
determining  their  eligibility  not  only  for  subsidized  health  care 
but  for  other  government  programs  such  as  food  stamps,  housing 
assistance  and  job  training. 

Finally,  and  most  important,  we  must  take  into  account  that 
illness  and  other  medical  related  problems  in  the  inner  city  are 
often  more  serious  and  they  are  inevitably  compounded  by  the 
environment  in  which  these  families  live.   Adjustment  must  be 
made  for  the  fact  that  indigent  inner  city  patients  are  usually 
sicker  and  often  have  multiple  and  more  complicated  medical 
problems  when  they  present  themselves  for  treatment.   Until  they, 
on  a  regular  basis,  are  given  primary  and  preventive  care  they 
need  and  until  they  are  persuaded  to  take  advantage  of  early 
medical  intervention,  the  neighborhood  center  must  be  prepared  to 
treat  more  acute  and  complicated  problems. 

For  example,  consider  two  middle  aged  men,  one  in  the  inner  city, 
the  other  in  the  suburbs  both  seeking  treatment.   The  suburban 
man  was  raised  in  a  middle  class  family.   He  has  always  had 
health  insurance  and  a  family  doctor  or  a  nearby  local  clinic  to 
go  to  for  any  ailment.   More  than  likely  he  can  be  treated 
immediately  for  a  new  condition,  or  he  has  been  receiving  ongoing 
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therapy  for  an  existing  condition  or  he  may  be  hospitalized, 
treated  and  soon  released,  cured  or  in  the  care  of  his  family 
doctor.   The  inner  city  man,  from  a  poor  neighborhood,  has  been 
effectively  disenfranchised  from  our  health  care  system.   He  has 
all  the  actual  or  potential  psychological  and  physiological 
problems  associated  with  his  environment.   He  may  need 
nutritional  intervention.   He  may  have  untreated  diabetes  or 
hypertension  and  almost  certainly  untreated  dental  disease. 
Because  he  has  been  left  out  of  the  system  he  is  likely  to  have 
multiple  problems,  but  in  any  event  he  must  be  evaluated  and 
diagnosed  in  a  much  more  comprehensive  way  than  his  more 
fortunate  suburban  counterpart. 

Similar  comparisons  between  pregnant  women,  teenagers,  pediatric 
and  other  patients  could  be  made.   The  fact  is  that  inner  city 
medicine  is  more  intense,  more  complicated  and  more  costly.   Any 
health  reform  plan  or  health  care  system  must  take  this  into 
account. 

IMPLICATIONS  FOR  INNER  CITY  PROVIDERS 

These  social  and  environmental  problems  of  the  indigent  inner 
city  patient  for  whom  Temple  University  hospital  serves  as  a 
safety  net,  are  further  complicated  by  highly  competitive  managed 
care  systems  making  it  increasingly  difficult  to  attract 
providers,  especially  primary  care  physicians  and  non-physician 
professionals  to  the  inner  city. 

You  have  already  heard  from  a  number  of  witnesses  that,  even  with 
universal  coverage,  indigent  inner  city  patients  will  still  find 
their  access  to  health  care  restricted.   Our  history  documents 
our  commitment.   If  we  are  allowed  to  fail  in  the  transition, 
then  who  will  serve  our  patients  after  our  successors  no  longer 
find  our  market  profitable. 

President  Clinton's  plan  promises  risk  adjustments  to  health 
plans.   Unless  those  risk  adjustments  are  passed  along  to  the 
providers  treating  the  patients,  there  will  be  no  incentive  to 
compensate  them  for  the  intense,  difficult  and  often  more 
exhausting  task  of  serving  inner  city  patients. 

A  more  difficult  problem  is  the  unwillingness  of  many  health 
plans  and  providers  to  render  comprehensive,  quality  care  for 
these  patients.   Even  if  we  are  able  to  develop  an  integrated 
health  care  network  in  the  inner  city  with  provider  groups,  it  is 
still  unlikely  that  managed  care  plans  will  want  to  include  the 
academic  medical  centers  or  these  providers  in  their  networks. 
They  may  well  discourage  their  enrollees  from  using  the  academic 
centers  because  our  costs  will  be  greater  than  the  cost  of  our 
suburban  counterparts  whose  middle  class  patients  do  not  increase 
the  costs  of  caring  for  them  by  requiring  additional  resources  to 
respond  to  societal  problems. 

PROVIDER  INCENTIVES 

Medical  students  make  their  career  specialization  decision  before 
reaching  their  residency  hospitals.   If  we  are  to  encourage  more 
residents  to  choose  family  medicine,  internal  medicine,  OB/GYN, 
pediatrics  or  primary  care  specialties,  then  there  must  be 
incentives  for  them  to  do  so.   The  Administration's  proposal 
recognizes  that  to  affect  their  behavior,  benefits  must  be 
targeted  directly  at  the  students  rather  than  directing  penalties 
at  hospitals  that  train  them.   We  believe  these  proposals  will  be 
more  effective  than  prior  efforts  to  weight  Medicare  Graduate 
Medical  Education  reimbursement  which  can  only  result  in  reducing 
the  revenue,  and  as  a  result,  the  manpower  available  to  safety 
net  hospitals  whose  residents  provide  primary  care  to  the 
indigent  in  emergency  departments. 

Worse  still,  these  policies  could  have  produced  an  out  migration 
of  specialists  whose  services  are  needed  in  inner  city  emergency 
departments  and  hospitals  to  the  suburbs  where  hospitals  have 
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large  endowments  and  operating  surpluses  available  to  compensate 
for  Medicare  reimbursement  shortfalls. 

As  in  any  profession,  medical  students  consider  a  number  of 
factors  in  deciding  their  area  of  specialty  as  well  as  where  they 
wish  to  practice.  Increasingly,  however,  financial  considerations 
tend  to  influence  their  decisions.   Recent  medical  graduates  face 
debt  levels  averaging  $60,000  to  $90,000.   Our  minority  students 
owe  as  much  as  $120,000  and  we  are  a  state  related  institution 
which  caps  both  undergraduate  and  medical  school  tuition.   Our 
graduates  who  choose  practices  in  family  medicine,  general 
internal  medicine  or  pediatrics  can  expect  a  median  net  income  of 
about  $120,000.   They  would  earn  far  more  in  other  specialties: 
$180,000  in  general  surgery  and  its  subspecialties.   $240,000  in 
radiology  and  its  subspecialties  and  $250,000  in  orthopedic 
surgery. 

For  a  number  of  reasons,  many  residents  who  choose  primary  care 
do  not  choose  to  practice  in  the  inner  city  primarily  because  of 
security  concerns  and  because  the  patient  population  is  non- 
compliant  and  more  difficult  to  treat. 

DESIGNATION  AS  ESSENTIAL  COMMUNITY  PROVIDERS 

We  strongly  support  the  Clinton  plan's  proposed  essential 
community  provider  designation.   We  urge  that  it  be  a  statutory 
designation  for  inner  city  private  nonprofit  hospitals  that  have 
demonstrated  a  commitment  to  serving  the  indigent.   In  addition 
the  language  should  clearly  state  that  reimbursements  must  be  at 
the  Medicare  rate  or  at  a  negotiated  rate,  whichever  is  higher. 
This  will  avoid  the  problems  we  had  with  the  discretion  given  to 
the  states  under  the  Medicaid  disproportionate  share  statute.   It 
can  help  us  to  survive  and  build  integrated  provider  and  clinic 
networks  in  inner  city  neighborhoods.   Unless  these  providers 
have  reasonable  reimbursements,  the  safety  net  hospitals 
viability  will  be  jeopardized.   We  will  lack  the  wherewithal  to 
develop  integrated  networks,  and  no  amount  of  tax  incentives  will 
bring  providers  to  the  inner  city  without  the  foundation  offered 
by  a  large  teaching  hospital  or  academic  medical  center. 
Unfortunately,  the  new  cost  containment  efforts  and  managed  care 
networks,  both  private  and  public,  make  reimbursements  for 
teaching  activities,  disproportionate  indigent  care,  and 
maintenance  of  expensive  standby  treatment  unlikely. 

Under  the  most  likely  scenario,  we  and  the  inner  city  providers 
will  continue  to  see  patients  when  they  are  sicker,  suffer  from 
problems  not  evident  in  middle  class  suburbs  and  have  more 
complicated  illnesses.   We  will  face  increased  security  costs  as 
well  as  salary  needs  to  attract  competent  staff.   To  remain 
financially  viable,  we  need  to  be  able  to  provide  shorter  stay, 
less  expensive  hospitalization  and  to  treat  patients  with  less 
complicated  illnesses  who  can  easily  be  attracted  to  managed  care 
plans.   There  is  no  reason  to  believe  that  many  health  plans  will 
want  to  contract  with  teaching  hospitals  in  inner  cities,  since 
we  tend  to  attract  those  with  more  severe  and  chronic  illnesses. 

Providers  in  the  clinics  that  we  plan  to  establish  will  face 
similar  obstacles.   The  modifications  to  the  Resource  Based 
Relative  Value  System  (RBRVS)  to  encourage  primary  care  are  a 
good  start,  but  they  will  not  be  sufficient  to  sustain  a  practice 
in  the  inner  city,  especially  since  they  apply  only  to  Medicare 
patients. 

DIRECT  GRANT  AND  SUBSIDY  PROPOSALS 

We  commend  the  Administration's  proposal  to  expand  the  National 
Health  Services  Corps  and  increase  its  funding  from  $50  million 
in  FY  1995  to  $200  million  in  FY  1997.   According  to  the 
Congressional  Research  Service,  the  number  of  providers  from  the 
program  dropped  62%  since  1987  and  the  number  of  patients  served 
in  FY  1992  represented  almost  a  50%  drop.   The  Department  of 
Health  and  Human  Services  estimated  that  in  most  years  until 
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after  1996  fewer  than  50  scholarship  NHSC  providers  will  be 
available  to  serve  in  shortage  areas.   They  believe  funding  cuts 
in  the  1980 's  disrupted  the  availability  of  providers.   It  was 
asserted  that  some  studies  indicated  a  surplus  of  physicians  was 
to  occur,  which  would  obviate  the  need  for  the  program.   By  1990, 
not  many  were  certain  such  a  surplus  would  occur. 

In  1992  the  Department  of  Health  and  Human  Services  reported  that 
4500  primary  care  providers  would  be  needed  to  eliminate  the 
deficit  in  the  HPSA.   As  you  know,  under  that  program, 
scholarships  can  be  provided  to  the  institution  for  tuition  and 
fees  along  with  a  --tipend  to  the  medical/health  professions 
student,  annually  during  undergraduate  training.   The  loan 
repayment  program  pays  up  to  $35,000  a  year  for  loan  forgiveness 
for  each  year  the  graduate  spends  in  an  underserved  area. 

We,  therefore,  are  grateful  for  the  Administration's  efforts  to 
expand  this  program.   However,  we  are  very  concerned  that  the 
deficit  will  preclude  adeguate  appropriations  necessary  to 
increase  the  number  of  scholarships  and  loan  repayments 
available. 

TAX  INCENTIVES 

Tax  incentives  have  long  been  used  as  a  means  to  leverage 
investment  and  to  reward  those  engaged  in  activities  deemed 
socially  useful.   The  Administration's  health  care  bill 
recognizes  this. 

In  this  connection,  there  are  three  tax-related  proposals  in  the 
Administration's  health  care  bill  that  are  relevant  to  the 
provision  of  health  care  to  underserved  areas.   These  proposals 
are  the  tax  exemption  for  nonprofit  hospitals,  the  proposed 
income  tax  credit  for  physicians  and  other  health  professionals 
serving  underserved  areas  and  the  increased  expensing  allowance 
for  medical  equipment  used  in  those  areas.   As  part  of  this 
discussion  we  also  have  reviewed  some  other  tax  incentives  which 
might  merit  consideration. 

Continued  Tax  Exemption  for  Nonprofit  Hospitals 

As  you  know,  the  Administration's  Health  Security  Act  would 
retain  the  existing  federal  income  tax  exemption  for  nonprofit 
hospitals,  subject  to  a  requirement  that  these  hospitals  assess 
community  health  needs  and  develop  a  plan  to  address  those  needs. 
Some  have  suggested  that,  with  universal  health  coverage,  there 
no  longer  would  be  a  need  for  a  tax  exemption  for  nonprofit 
hospitals.  Others  have  suggested  that  it  is  necessary  to  mandate 
a  stronger  benefit  to  the  community  than  the  ostensible  benefit 
from  simply  assessing  community  needs  and  developing  a  plan.   We 
have  reviewed  Mr.  Stark's  testimony  (before  your  subcommittee)  in 
which  he  advocated  a  higher  standard  for  tax  exemption  than 
exists  under  current  law  or  that  is  proposed  under  the 
Administration's  proposal  —  that  nonprofit  hospitals  again  be 
required  to  provide  health  care  to  those  without  the  means  to  pay 
for  it  themselves  —  which  would  not  adversely  affect  our  tax 
exemption. 

We  believe  that  it  is  imperative  to  maintain  the  Federal  income 
tax  exemption  for  nonprofit  hospitals  servicing  the  medically 
underserved.   Eliminating  the  exemption  would  only  impose 
additional  economic  burdens  on  already  strained  financial 
resources.   Loss  of  that  critical  difference  between  for-profit 
and  nonprofit  hospitals  could  cause  further  migration  of  health 
care  providers  from  underserved  areas. 

The  missions  and  responsibilities  of  for-profit  and  nonprofit 
hospitals  differ  tremendously.   The  first  responsibility  of 
nonprofit  hospitals  is  to  their  communities,  not  shareholders. 
Therefore,  despite  health  care  reform,  there  will  continue  to  be 
a  difference  between  the  services  provided  by  for-profit  and 
nonprofit  hospitals.   Nonprofit  hospitals  will  continue  to 
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provide  services  not  otherwise  covered  under  health  care  reform, 
including  expanded  social  services,  community  outreach, 
transportation  services  and  health  education.   In  addition,  as 
already  mentioned,  there  will  always  be  individuals  who  are 
unable  or  unwilling  to  establish  their  entitlement  to  federally 
sponsored  health  care.   Nonprofit  hospitals  may  be  the  only 
avenue  available  for  health  services  to  these  persons.   Most 
importantly,  our  federal  income  tax  exemption  assures  that  any 
"profits"  we  derive  are  reinvested  in  community  health  services. 

Moreover,  non-profit  safety  net  hospitals  almost  without 
exception  suffer  from  inadequate  capital.   Maintaining  our  tax 
exemption  as  Internal  Revenue  Code  Section  501(c)(3) 
organizations  would  permit  us  to  continue  to  attract  charitable 
donations  and  bequests.   Given  safety  net  hospitals'  severe 
infrastructure  problems.  Congress  should  not  create  unnecessary 
obstacles  to  our  ability  to  attract  much  needed  capital. 

Continued  exemption  from  federal  income  tax  is  also  critical 
because  nonprofit  hospitals  are  able  to  reduce  their  cost  of 
capital  through  the  use  of  proceeds  from  tax-exempt  borrowing. 
Although  exempt  from  state  volume  cap  limitations,  these 
borrowings  often  carry  a  higher  interest  rate  than  other 
municipal  debt  because  they  often  are  not  backed  by  full  faith 
and  credit  of  the  state  or  local  government,  but  must  be  repaid 
solely  from  hospital  revenue. 

This  subcommittee  has  heard  testimony  from  those  who  would 
restrict  or  even  eliminate  tax  exempt  bond  financing  for 
nonprofit  hospitals.   Although  in  some  quarters  there  may  be 
overcapacity,  that  fact  certainly  should  not  be  used  as  a  reason 
to  restrict  tax-exempt  financing  for  nonprofit  academic  medical 
centers  serving  as  safety  net  hospitals  in  underserved  areas. 
These  hospitals  do  not  have  overcapacity  problems.   In  stark 
contrast,  they  are  the  hospitals  most  in  need  of  capital  for  new 
beds,  updated  facilities  and  other  infrastructure  improvements. 
We  urge  the  Congress  to  maintain  without  further  restriction  the 
ability  of  nonprofit  hospitals  in  underserved  areas  to  lower  our 
cost  of  capital  through  tax-exempt  financing. 

In  summary,  nonprofit  hospitals  located  in  underserved  areas  do 
and  will  continue  to  provide  charity  care  under  anybody's 
definition  of  "charity".   Tax  exemption  is  critical  to  our  public 
mission,  and  we  urge  the  Congress  to  maintain  the  exemption. 

Tax  Incentives  to  Attract  Providers  to  Underserved  Areas 

(a)      Proposed  tax  credit  -   Under  the  Clinton  Plan,  qualifying 
physicians  would  be  granted  a  nonrefundable  tax  credit  up  to 
$1000  per  month  for  up  to  60  consecutive  months  if  they  provide 
"primary  health  services"  in  a  HPSA's.   Physician  assistants, 
nurse  practitioners  and  certified  nurse-midwives  would  be 
entitled  to  a  $500  per  month  credit. 

No  credit  would  be  available  for  physicians  who  work  in  an  HPSA 
for  less  than  two  years,  but  those  who  work  for  more  than  two  but 
not  more  than  five  years  in  the  HPSA  would  be  entitled  to  a 
partial  credit.   For  example,  if  a  physician  works  in  an  HPSA  for 
between  two  and  three  years,  he  or  she  would  be  entitled  to  a 
credit  of  only  $250  per  month  or  $3000  annually. 

We  endorse  the  proposed  tax  credit  as  a  viable  means  of 
attracting  qualified  medical  personnel  to  underserved  areas  and 
persuading  them  to  make  a  long  term  commitment  to  the  area.   We 
believe  that  once  these  professionals  have  practiced  in  the 
community  for  five  years,  many  will  decide  to  remain  on  a 
permanent  basis,  especially  if  they  are  linked  to  an  integrated 
delivery  system  that  supports  their  delivery  of  care  and  if  the 
payment  system  reward  their  behavior. 
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(b)      student  Loan  Forgiveness   -  Again,  we  commend  the 
Administration's  proposal  to  expand  the  National  Health  Services 
Corps  and  increase  its  funding  from  $50  million  in  FY  1995  to 
$200  niillion  in  FY  1997.    According  to  the  Congressional 
Research  Services,  the  number  of  providers  from  the  program 
dropped  62%  since  1987  and  the  number  of  patients  served  in  FY 
1992  represented  almost  a  50%  drop.   The  Department  of  Health  and 
Human  Services  estimated  that  in  most  years  until  after  1996 
fewer  than  50  scholarship  NHSC  providers  will  be  available  to 
serve  in  shortage  areas.   They  believe  the  funding  cuts  in  the 
scholarship  program  disrupted  the  availability  of  providers. 
Apparently,  in  FY  1980  the  funding  peaked  at  $153.6  million  and 
reached  a  low  of  $40.5  million  in  FY  1987.   It  was  asserted  that 
some  studies  indicated  a  surplus  of  physicians  was  to  occur, 
which  would  obviate  the  need  for  the  program.   By  1990,  not  many 
were  certain  such  a  surplus  would  occur.   We,  therefore,  are 
grateful  for  the  Administration's  efforts  to  expand  the  program. 

In  1992  the  Department  of  Health  and  Human  Services  reported  that 
4500  primary  care  providers  would  be  needed  to  eliminate  the 
deficit  in  the  HPSA's.   I  am  told  the  cycle  takes  about  eight 
years.   As  you  know,  under  that  program,  scholarships  can  be 
provided  to  the  institution  for  tuition  and  fees  along  with  a 
stipend  to  the  medical/health  professions  student,  annually 
during  undergraduate  training.   The  loan  repayment  program  pays 
up  to  $35,000  a  year  for  loan  forgiveness  for  each  year  the 
graduate  spends  in  an  underserved  area.   We  believe  the 
President's  tax  credit  would  further  encourage  recent  graduates 
to  remain  in  such  areas. 

Together,  the  tax  credit  and  student  loan  forgiveness  proposals 
would  provide  real  and  substantial  incentives  for  health  care 
professionals  to  locate  areas  that  are  often  viewed  as  less  than 
desirable. 

(c)  Ii mediate  Deductibility  of  Startup  Costs  -  Although  not 
induced  in  the  Clinton  Plan,  another  possible  incentive  that  we 
reviev ed  to  help  induce  health  care  professionals  to  begin  a 
medicj 1  practice  in  an  underserved  area  would  be  to  minimize  the 
tax  cc st  of  establishing  the  practice.   Under  Section  195  of  the 
Internal  Revenue  Code,  startup  costs  for  new  businesses  are  not 
immediately  deductible.   These  costs  must  be  capitalized,  but 
taxpayers  may  elect  to  amortize  the  costs  over  a  60  month  period. 
Examples  of  these  types  of  costs  include  advertising,  employee 
training,  expenses  incurred  to  line  up  potential  patients  and 
suppliers  and  certain  professional  fees  incurred  in  setting  up 
the  practice. 

To  make  the  establishment  of  a  medical  practice  in  an  underserved 
area  more  attractive,  this  rule  could  be  amended  to  provide  that 
eligible  startup  costs  are  immediately  deductible  if  they  relate 
to  establishing  a  primary  care  practice  or  other  designated 
health  related  trades  or  businesses  in  an  underserved  area. 
However,  if  these  practices  are  linked  to  academic  medical 
centers,  we  could  assist  them  with  many  of  these  "start  up" 
activities  and  save  the  costs  of  such  an  incentive. 

(d)  Health  Mentor  Tax  Incentive  -  Many  teaching  hospitals  offer 
their  students  an  opportunity  to  work  directly  with  a  primary 
care  physician  in  that  physician's  practice.   For  example,  under 
Temple  University  Hospital's  program,  first  and  second  year 
students  may  spend  time  developing  their  skills  in  a  practice 
setting.   Physicians  participating  in  this  program  receive  no 
reimbursement  from  the  program  for  devoting  their  professional 
time  to  demonstrating  and  teaching  these  students  the  actual 
practice  of  medicine. 

However,  physicians  who  serve  as  primary  care  mentors  in 
underserved  areas  might  be  considered  for  an  annual  federal 
income  tax  credit  of  $1,500  for  devoting  at  least  150  hours 
annually  to  such  a  program.   Under  this  proposal  the  sponsoring 
medical  school  would  be  required  to  certify  the  number  of  student 
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hours  devoted  to  the  mentor's  practice  in  or  for  the  mentor  to 
claim  the  credit. 

We  believe  this  small  incentive  will  not  only  have  the  result  of 
encouraging  medical  students  to  consider  serving  underserved 
areas  once  they  graduate,  but  it  will  also  aid  in  providing 
primary  care  to  these  areas 

Additional  Expensing  for  Medical  Equipment 

The  Administration's  health  care  proposals  would  increase  the 
amount  eligible  to  be  expensed  by  up  to  $10,000  for  certain 
medical  equipment  used  by  a  physician  in  providing  primary  health 
care  services  in  an  HPSA.   This  additional  expensing  allowance 
would  result  in  a  federal  tax  savings  of  approximately  $3,600  for 
a  taxpayer  in  the  3  6  percent  marginal  income  tax  bracket. 

We  believe  that  incentives  that  reduce  the  cost  of  capital  used 
to  provide  health  services  in  underserved  areas  can  help  to  solve 
the  health  care  crisis  in  the  inner  city.   Accordingly,  we 
endorse  the  concept  of  this  proposal,  but  we  feel  that  it  may  not 
be  sufficiently  generous  to  prove  to  be  a  significant  incentive 
for  the  acquisition  of  needed  medical  equipment  for  use  in 
underserved  areas.   In  addition,  the  limitation  on  the  expense 
allowance  based  on  the  amount  of  qualified  investment  during  the 
year  or  the  taxable  income  of  the  taxpayer  could  reduce  the 
effectiveness  of  the  incentive  for  capital  intensive  facilities 
or  those  in  the  startup  stage. 

Again,  if  the  sites  are  part  of  Temple's  integrated  system,  we 
would  provide  the  equipment,  not  the  doctors,  so  the  deduction 
would  not  be  used. 

Congress  could  consider  increasing  the  amount  of  increased 
expensing  allowance  and  eliminating  the  qualified  investment  and 
taxable  income  limitations  on  the  amount  of  allowance  with 
respect  to  equipment  used  in  underserved  areas.   But  we  feel  you 
might  want  to  focus  the  resources  on  the  teaching  hospitals  where 
there  is  already  a  commitrnent  to  the  area. 

Investment  Tax  Credit  for  Medical  Equipment 

We  also  reviewed  the  possibility  of  reinstating  an  investment  tax 
credit  for  investments  in  medical  equipment.   An  investment  tax 
credit  often  is  suggested  as  a  means  of  stimulating  investment, 
and  the  Administration  recently  proposed  such  a  credit  to 
stimulate  the  economy.   By  providing  an  investment  tax  credit  for 
the  acquisition  of  medical  equipment  that  is  first  placed  in 
service  in  an  underserved  area,  there  is  an  incentive  to  acquire 
such  equipment  when  its  cost  otherwise  may  be  prohibitive,  or  to 
purchase  such  equipment  sooner  than  may  have  been  the  case 
without  the  credit.   To  prevent  unintended  results,  the  incentive 
could  be  carefully  crafted  to  provide  that  the  investment  tax 
credit  only  would  be  available  for  equipment  not  otherwise 
available  in  the  underserved  area  together  with  limitations  on 
the  maximum  amount  of  credit  to  be  claimed  in  a  taxable  year. 

CONCLUSION: 

We  have  reviewed  not  only  the  Administration's  tax  incentives,  we 
have  also  looked  some  additional  ones.   Assuming  that  Temple 
University  Hospital  will  maintain  its  tax  exempt  status,  we 
believe  that  the  Administration's  incentives  are  good  ideas. 
However,  recognizing  the  restrictions  imposed  by  the  deficit,  we 
have  to  be  honest  and  admit  that  with  the  exception  of  the 
provider  tax  credit,  for  us,  they  would  provide  assistance,  but 
only  on  the  margin.   Moreover,  many  of  them  would  be  unnecessary 
for  the  system  we  envision,  a  system  which  is  part  oZ   an  academic 
health  center's  integrated  network. 
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We  believe  that  attraction  of  providers  to  the  inner  city  would 
be  greatly  enhanced  by  four  incentives:  (1)  providing  loan 
forgiveness  to  primary  care  providers  willing  to  locate  in 
underserved  areas,  (2)  provider  tax  credits  for  those  serving  in 
HPSA's  for  five  years,  (3)  incentives  for  academic  health  centers 
which  have  demonstrated  a  commitment  to  serving  the  poor  in  the 
inner  city,  to  develop  practice  networks  as  well  as  to  renovate 
or  construct  the  sites  and  (4)  increasing  reimbursements  to 
professionals  who  choose  to  become  part  of  group  practice  sites 
associated  with  medical  centers. 

A  stable  provider  base  in  the  inner  city  is  more  likely  to  be 
developed  if  the  providers  offices  are  part  of  a  network  which  is 
integrated  with  academic  health  centers  that  have  demonstrated  a 
commitment  to  serve  the  underprivileged  population,  have  the 
capacity  to  provide  the  primary  care  doctors  needed  to  develop 
the  group  practices  and  will  ensure  the  long  term  viability  and 
financial  stability  of  the  neighborhood  centers. 

We  see  our  relationship  with  these  group  practices  as  similar  to 
the  relationship  we  will  have  with  our  primary  care  nurse 
practitioner  site.   They  will  have  access  to  specialty  and  other 
hospital  backup  support  including  the  Hospital's  business  and 
financial  expertise  in  operating  primary  care  facilities.   An 
intangible  but  important  factor  is  that,  by  being  part  of  our 
network,  we  hope  to  make  these  providers  feel  less  isolated  and 
part  of  our  medical  team  family.   At  Temple  University,  we  have 
been  successful  in  bringing  our  Hospital  from  the  brink  of 
bankruptcy  by  creating  new  financial  systems,  developing  a 
strategic  plan  and  fostering  an  atmosphere  of  teamwork  and 
dedication  to  the  community.   We  need  these  primary  care  provider 
sites  to  continue  and  we  look  forward  to  making  them  part  of  our 
team. 

I  will  be  happy  to  answer  any  questions.   I  welcome  the 
opportunity  to  work  with  this  Committee  as  your  deliberations 
ensue . 
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Chairman  Rangel.  Let  me  thank  this  panel  and  also  ask  you  to 
make  arrangements  before  you  leave  as  to  how  we  can  plan  a 
schedule  where  we  can  move  forward.  I  am  certain  that  all  of  you 
agree  with  98  percent  of  what  you  have  said,  but  we  have  got  to 
get  down  to  the  bullets  of  how  we  do  this. 

In  America,  when  our  President  talks  about  the  great  economic 
recovery  and  how  NAFTA — and  doing  business  with  Vietnam  and 
throughout  the  world — ^how  it  is  going  to  create  these  high-tech 
jobs,  it  is  just  so  exciting,  and  I  am  so  moved,  especially  at  the 
State  of  the  Union  speeches. 

And  yet,  I  know  that  there  are  youngsters  throughout  this  coun- 
try that  know  the  President  is  not  talking  about  them.  They  have 
no  idea  as  to  what  their  capabilities  are  because  their  communities 
restrict  their  ability  to  think  that  they  will  ever  become  a  part  of 
the  mainstream. 

And  then,  of  course,  when  you  look  at  the  budget  in  election 
years  and  you  find  that  $22  billion  is  allotted  for  more  cops  and 
for  more  jails,  and  you  don't  see  an  investment  really  in  the  schools 
to  prepare  them  for  this  great  challenge  of  the  future,  then  you 
would  know  that  in  certain  communities,  we  are  not  talking  about 
the  America  that  the  President  is  talking  about. 

When  Jack  Kemp,  Congressman  Kemp,  wanted  to  bring  jobs  to 
these  communities,  I  thought  it  was  a  great  idea,  but  I  could  not 
imagine  how  an  incentive,  a  credit  to  come  into  one  of  these  com- 
munities where  people  have  to  assume  they  are  going  to  make 
money  in  order  to  take  advantage  of  the  tax  credit,  how  you  could 
tell  a  community  that  had  crime,  that  had  drugs,  that  had  alcohol- 
ism, that  had  untrained  workers,  that  had  health  problems,  you 
know — why  would  they  come  in? 

And  so  I  added  to  that  another  part,  and  that  is  investing  in  the 
community.  And  what  we  have  come  up  with,  it  used  to  be  "enter- 
prise zones,"  which  are  now  "empowerment  zones."  Why  not  find 
out  where  you  have  the  highest  high  school  dropouts,  the  highest 
number  of  people  arrested,  the  most  people  that  are  in  jail,  the 
most  people  with  AIDS,  the  most  people  with  alcoholism,  the  most 
people  with  teenage  pregnancy,  the  most  people  without  jobs,  hope 
and  homes,  and  if  you  put  these  on  a  map,  strangely  enough,  all 
the  things  you  are  talking  about  today,  they  cluster. 

There  is  no  one  planning  for  an  enterprise  zone  or  an 
empowerment  zone  that  is  not  getting  more  per  capita  share  of  the 
money  in  that  zone.  But  it  is  really  getting  to  $7,000  a  day  for  a 
baby  born  addicted — or  they  get  the  Federal  money  where  it  is  the 
$6,000  a  day  to  keep  somebody  in  a  hospital,  and  health  costs,  and 
keeping  them  in  there  longer.  And  so  it  seems  to  me  that  just  as 
the  President  says,  invest  now  and  you  will  be  reducing  the  deficit 
later;  that  if  we  looked  at  these  areas  throughout  these  United 
States  and  set  the  same  type  of  criteria,  that  we  could  develop  a 
plan  that  could  not  possibly  be  included  with  the  alliances. 

Now,  it  seems  to  me  that  we  have  been  a  lightning  rod  for  medi- 
cal services  to  come  from  abroad.  I  think  that  is  great.  That  is 
what  the  Statue  of  Liberty  is  all  about.  But  still,  if  we  also  have 
an  education  problem,  a  jobs  problem — I  refuse  to  believe  that  you 
can  just  tell  people  that  for  2  years  you  get  off  of  welfare  if  you 
have  not  already  created  a  job.  I  don't  know,  but  this  is  an  election 
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year,  they  will  find  some  way  to  create  the  jobs  which  they  haven't 
done  before. 

But  if  we  know  that  we  have  a  need,  you  know,  why  go  abroad 
when  we  have  people  we  can  train  right  in  the  very  same  commu- 
nity? 

We  can  train  them  to  work  in  the  hospitals  and  become  nurses. 
There  is  no  reason  why  schools  can't  start  preparing  kids  when 
they  are  in  that  school,  to  become  doctors  and  nurses  and  to  be 
able  to  serve  that  community.  And  if  the  NAACP  can  work  with 
the  National  Medical  Association  to  see  how  we  can  keep  them  to 
keep  that  contract — ^because  this  thing  has  defied  color,  as  to  once 
you  got  the  training,  as  to  how  you  believe  that  you  are  supposed 
to  provide  a  greater  service  outside  of  the  inner  cities — but  things 
can  be  worked  out. 

I  am  going  to  invite  to  this  board  Columbia  University,  who  as 
you  know,  in  conjunction  with  Harlem  Hospital,  created  health 
care  for  medically  underserved  communities  or  those  that  are  in 
worse  shape,  which  we  are  talking  about  this  morning.  If  I  can  get 
you  to  agree,  those  that  can  designate  someone  who  can  sit  in  on 
this  task  force,  I  think  that  is  what  we  should  be  doing.  Because 
even  the  President  knows  that  they  have  done  their  job  by  alerting 
America  that  we  have  to  do  something  about  this  system,  and 
President  after  President  have  not  been  able  to  get  the  American 
people  to  demand  that  the  Congress  do  something.  It  does  not  have 
to  be  what  they  are  talking  about. 

I  cannot  conceive  that  an  alliance  is  going  to  be  happy  with  the 
problems  that  you  present  to  them.  Nor  do  I  see  doctors  coming 
into  a  community  because  they  are  going  to  get  a  credit  if  they  sur- 
vive, nor  do  I  see  people  that  are  already  there  standing  around 
saying,  well,  I  am  already  committed,  so  I  don't  expect  to  get  any- 
thing extra. 

I  think  we  can  talk  about  education,  we  can  talk  about  jobs,  we 
can  talk  about  prevention,  we  can  talk  about  drugs,  we  can  talk 
about  crime,  because  these  are  the  things  that  a  doctor  has  to  be 
concerned  about.  And  so  the  whole  package — ^you  can't  look  at 
these  communities  and  just  say,  become  healthy,  or  stop  the  vio- 
lence, or  go  to  work,  or  get  off  welfare.  You  have  to  have  a  plan 
that,  obviously,  we  have  been  excluded  fi-om,  except  of  course  dur- 
ing times  of  war,  but  we  have  been  excluded  from  when  they  talk 
about  economic  recovery.  So  they  didn't  mean  us  then;  they  don't 
mean  us  now. 

Maybe  we  can  get  our  own  plan  together  and  have  us  try  to  catch 
up  with  the  healthier  America  and  determine  those  zones  that  need 
a  special  type  of  treatment,  because  they  have  had  a  special  type 
of  lack  of  attention  in  the  past.  And  I  need  your  help  to  do  this. 
And  with  the  resources  that  you  have  already  committed  to  this, 
I  am  certain  it  is  not  going  to  be  a  very  difficult  thing  to  do. 

I  want  to  thank  you  for  your  commitment. 

The  Chair  recognizes  Mr.  Hancock. 

Mr.  Hancock.  Yes,  just  a  real  quick,  brief  question. 

Dr.  Malmud,  you  made  the  statement  that  some  Medicaid  pa- 
tients come  in  and  refuse  to  sign  the  forms. 

Dr.  Malmud.  That  is  correct. 
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Mr.  Hancock.  Could  you  tell  me  why  they  refuse  to  sign  those 
forms? 

Dr.  Malmud.  The  Pennsylvania  Medicare  application  is  a  14 
page  document  which  makes  the  IRS  form  look  gentle  by  compari- 
son. Many  of  our  patients  are  of  limited  education.  Twenty-five  per- 
cent of  our  emergency  department  patients  have  less  than  a  fifth 
grade  education.  Others — and  therefore  they  are  unwilling  to  sign 
something  they  don't  understand. 

In  addition,  others  are  fearful  of  anyone  knowing  who  they  are 
or  where  they  are,  and  it  is  not  uncommon  to  have — to  see  a  pa- 
tient with  a  series  of  aliases.  So  we  have  patients  who  are  fright- 
ened, patients  who  are  illiterate,  patients  who  are  concerned  that 
they  will  lose  what  little  resources  they  have.  Perhaps  a  home  was 
passed  down  from  one  generation  to  another  and  they  are  barely 
able  to  maintain  it.  They  are  afraid  the  State  will  take  it  away  if 
they  sign  a  form  under  which  they  get  Medicaid. 

Mr.  Hancock.  That  is  real  interesting. 

Thank  you  very  much.  I  realize  there  are  some  problems,  but  you 
say  the  form  for  Pennsylvania  is  14  pages  long? 

Dr.  Malmud.  It  is  a  14-page  form. 

I  presented  it  to  Mr.  Magaziner's  group  when  I  visited  with 
them,  and  even  they  were  surprised,  I  believe,  to  see  that  14-page 
form. 

Mr.  Hancock.  How  many  pages  are  they  planning  on  adding  to 
it? 

Thank  you. 

Chairman  Rangel.  Congress  ought  to  do  something  about  that. 
Anybody  seeking  recognition? 

Mr.  Payne. 

Mr.  Payne.  I  want  to  thank  this  panel  very  much.  As  the  Chair- 
man mentioned,  I  represent  an  area  that  is  a  rural  area,  17  coun- 
ties, 14  of  which  are  deemed  to  be  medically  underserved  by  Health 
and  Human  Services  today,  and  I  think  we  share  many  of  the  same 
concerns,  many  of  the  same  obstacles  in  terms  of  getting  primary 
care  physicians  and  primary  care  medical  personnel  to  come  to  the 
areas  that  we  are  also  interested  in. 

The  areas  generally  fall  into  the  category  of  being  economic  bar- 
riers and  we  have  talked  about  those  and  some  of  the  tax  incen- 
tives which  certainly  I  agree  are  very  important,  but  there  are  also 
some  lifestyle  barriers  when  someone  is  coming  into  a  medical 
school,  trying  to  make  a  decision  about  going  into  an  underserved 
area,  whether  it  is  rural  or  urban,  versus,  in  many  cases,  a  very 
well-served  area.  And  you  look  at  the  differences  in  terms  of,  one, 
being  able  to  go  with  a  group  of  physicians  and  being  able  to  sched- 
ule your  time  and  take  off  on  weekends  and  go  on  your  family  va- 
cations, et  cetera,  where  in  the  other  instance,  you  are  often  iso- 
lated, you  really  are  oncall  pretty  much  24  hours  a  day,  7  days  a 
week  and  it  is  very  difficult  then  to  find  time  to  refresh,  to  get 
away,  et  cetera. 

There  was  some  mention,  I  think  Dr.  Malmud  and  Mr.  Lopes 
both  mentioned  the  education  ties  in  and  the  fact  that  if  you  are 
tied  into  academic  organizations  or  academic  health  centers,  that 
there  are  opportunities  then  to  keep  up  with  what  is  going  on  in 
your  profession  and  that  sort  of  thing. 
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But  are  there  any  other  ideas,  any  other  suggestions  that  either 
of  you  might  have  concerning  this  whole  Hfestyle  issue  that  might 
be  helpful  to  us  as  we  look  at  how  to  best  serve  underserved  areas? 

Dr.  Malmud. 

Dr.  Malmud.  Congressman  Payne,  yes,  there  are.  For  a  period 
of  7  years,  I  served  on  the  admissions  committee  of  Temple  Univer- 
sity School  of  Medicine.  We  intentionally  seek  rural  candidates  for 
our  medical  school,  recognizing  that  just  as  a  minority  candidate  is 
more  likely  to  return  to  a  minority  community  to  practice  medicine, 
so  is  a  rural  candidate  more  likely  to  go  back  to  a  rural  area  to 
practice  medicine,  and  the  men  and  women  who  graduate  from 
Temple  do  return  to  rural  areas. 

Temple  is  the  only  medical  school  in  Pennsylvania  which  has  its 
graduates  in  all  but  the  four  most  sparsely  populated  counties  in 
the  State.  But  it  is  a  matter  of  proaction  on  the  part  of  the  medical 
school  in  seeking  minority  candidates  and  seeking  rural  candidates, 
hoping  that  they  will  be  attracted  back  to  populations  with  which 
they  are  most  comfortable. 

Chairman  Range L.  If  the  gentleman  will  yield? 

Dr.  Dennis,  do  you  find  that  prevalent  among  your  membership? 

Dr.  Dennis.  Well,  I  think  that  first  of  all,  the  issues  that  you  out- 
line are  very,  very  critical.  I  mean,  lifestyle  is  important.  Linkages, 
I  think,  with  universities  are  certainly  a  good  idea,  but  I  think  a 
lot  of  problems  that  the  physicians  have  in  urban  and  rural  com- 
munities is  coverage.  They  can't  leave  the  area  because  there  is  no- 
body to  cover  their  patients,  and  even  having  a  linkage  with  a  uni- 
versity doesn't  solve  that. 

But  I  think  that  as  far  as  enhancing  the  quality  of  care,  such  as 
telecommunications,  especially  with  the  university  centers,  I  think 
it  is  just  starting  to  come  to  rural  communities,  and  that  sort  of 
thing  is  certainly  going  to  help  providers. 

By  enhancing  the  ability  for  students  who  are  from  these  commu- 
nities the  opportunity  to  train  in  medicine  and  the  opportunity  and 
the  support  to  open  a  practice  in  rural  and  inner-city  communities 
is  very  important,  and  I  agree  wholeheartedly  with  that.  I  think 
that  is  the  kind  of  thing  that  is  really  necessary.  We  need  to  sup- 
port more  students  from  those  communities. 

Most  likely  providers  will  return  to  their  home.  They  are  going 
to  return  to  their  family,  especially  if  it  is  an  area  where  there  is 
a  real  shortage  of  health  care.  That  certainly  works  in  our  commu- 
nities. 

Many  of  our  providers  return  to  their  home,  return  to  commu- 
nities where  they  understand  the  lifestyles,  even  though  they  may 
not  be  ones  that  they  choose  themselves,  they  certainly  are  accus- 
tomed to  them.  Certainly  physicians  who  are  not — do  not  tend  to 
locate  in  those  areas. 

So  I  think  that  support — more  support  for  students  locally  is  very 
key  to  having  providers  return  to  their  community,  but  then  you 
have  to  support  them  once  they  are  there. 

Ms.  Wiley.  I  also  think  that  there  is  an  important  issue  about 
what  health  plans  are  allowed  to  do.  If  a  health  plan  has  nego- 
tiated with  a  regional  purchasing  alliance  to  serve  a  community 
and  that  community  is  a  rural  community,  there  should  be  some 
obligations  that  ensure  that  the  health  plan  is  insuring  that  there 
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is  a  sufficient  number  of  providers  participating  and  contracting 
with  that  plan  that  can  dehver  the  quahty  services  to  that  area, 
and  I  think  that  means  there  has  to  be  some  up-front  obligations 
on  health  plans  in  terms  of  what  kind  of  standards  they  have  to 
meet,  which  would  ensure  that  there  is  sufficient  coverage  for  the 
area  with  which  they  are  obligated  to  serve. 

Mr.  Payne.  I  think  that  is  a  point  very  well  taken. 

Thank  you  very  much.  I  appreciate  that  and  I  look  forward  to 
working  with  this  panel  and  with  the  Chairman  on  this  issue  as 
we  go  forward. 

Chairman  Rangel.  Mr.  Neal. 

Mr.  Neal.  Thank  you,  Mr,  Chairman. 

Just  to  follow  up  on  a  point  that  Mr.  McCabe  raised.  I  represent 
a  chronic  care  city  hospital,  and  year  after  year  I  watch  as  the  re- 
sources are  juggled,  the  reimbursements  are  late,  and  the  truth  is 
that  every  Member  of  the  House  of  Representatives  ought  to  visit 
a  city  hospital.  I  mean,  unfortunately,  for  most  people  it  typically 
is  the  end  of  the  road.  And  there  is  another  truth,  and  that  is  that 
there  is  no  alternative  and  the  care  that  they  get,  enhanced  by  a 
caring  staff,  is  usually  rewarded  with  layoff  notices  year  after  year 
as  they  attempt  to  juggle  the  resources  to  keep  it  going.  It  is  re- 
markable that  they  do. 

And  I  think  that  the  municipal  hospitals  or  the  city  hospitals  in 
a  sense  have  been  lost  in  much  of  this  debate,  the  role  that  they 
play  every  day  in  our  society. 

Mr.  McCabe.  I  agree,  Congressman.  I  think  the  issue  of  univer- 
sal coverage  is  really  not  going  to  address  that.  I  think  that  in  New 
York  State,  for  example,  how  our  hospitals  exist  is  there  is  a  bad 
debt  and  charity  care  pool  that  pays  for  people  who  are  not  cov- 
ered. And  I  think  that  is  something  that  has  to  be  looked  at  here. 

The  whole  issue  of  the — you  talk  about  people  not  filling  out  the 
Medicaid  application.  In  our  community,  Harlem  and  East  Harlem, 
there  are  a  lot  of  undocumented  people  from  the  Caribbean,  Latin 
America  and  Europe  now,  who  are  afraid  to  fill  out  a  Medicaid 
form  for  fear  that  that  is  going  to  raise  some  governmental  inquiry 
into  what  they  do. 

I  think  the  idea  that  you  pointed  out  about  the  alliances  has  to 
be  looked  at,  because  in  many  ways,  the  alliances  are  not  going  to 
want  to  have — not  going  to  want  to  cover,  and  the  doctors  are  not 
going  to  want  to  reside  in  places  like  Harlem  and  East  Harlem.  So 
I  think  it  is  very  important  that  the  Health  Security  Act  address 
those  issues,  because  in  some  ways,  these  hospitals  are  the  places 
of  last  resort  for  medical  care. 

Chairman  Rangel.  Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman. 

Yesterday,  I  talked  about  these,  in  the  President's  plan,  tax  cred- 
its, increasing  the  expensing  provision  another  $10,000,  which  is 
built  into  the  President's  plan.  The  cost  of  that  little  tax  credit  is 
about  $48  million. 

In  reconciliation,  as  you  are  probably  aware,  we  raised  the 
expensing  provision  to  $17,500.  This  would  bump  it  another 
$10,000.  It  was  my  observation  that  in  looking  at  my  area,  which 
is  generally  rural — and  we  have  migrant  worker  clinics,  we  have — 
we  qualify  for  some  rural  clinic  funding  from  the  Federal  Govern- 
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ment — and  the  expensing  provision  would  go  to  the  doctors,  to  the 
individual,  the  small  business.  Most  of  my  clinics  are  nonprofit  or- 
ganizations, therefore,  this  wouldn't  serve  them. 

In  addition,  as  you  are  aware,  the  President  has  the  tax  credit, 
$1,000  a  month,  I  think  it  is,  to  attract  physicians  and  other  medi- 
cal personnel  to  these  underserved  areas. 

My  question  is,  is  this  the  best  expenditure  of  $48  million  and 
if  we  aren't  better  off  putting  that  money  into  the  physician  and 
medical  personnel  incentive  to  make  it  even  more  attractive  than 
$1,000  a  month,  or  if  we  should  keep  it  in  the  medical  equipment 
arena. 

I  am  troubled  and  I  would  like  your  comments.  I  am  troubled  a 
little  bit  by  all  of  this  because  the — under  the  concept  of  managed 
competition,  it  works  if  you  have  a  population  base  theoretically  of 
at  least  350,000  people.  We  only  have  one  metropolitan  area  in  Or- 
egon that  has  a  population  base  such  as  that. 

Most  of  our  State,  therefore,  is  rural,  including  the  largest  town 
in  my  district,  Salem,  with  100,000  people.  So  we  look  at  these 
things  to  help  underserved  areas,  be  they  rural,  and  even  though 
you  represent  a  large  city,  I  think  you  are  going  to  receive  some 
of  the  benefits  of  managed  competition  and  yet  you  still  qualify  for 
these  proposals  under  the  President's  plan. 

So  those  of  you  who  want  to  comment,  I  take  this  as  constructive 
criticism  to  the  President's  plan,  we  could  use  that  $48  million  in 
a  better  way  to  achieve  better  medical  care  in  underserved  areas. 

Dr.  Dennis.  Could  I  speak  to  that? 

First  of  all,  I  think  that  the  incentives  that  are  here,  considering 
the  debt  that  the  health  provider  who  is  just  coming  out  of  training 
has,  is  really  not  that  great.  I  mean,  it  is  better  than  nothing.  It 
certainly  is  an  incentive  of  some  sort,  but  it  is  not  really  to  one  in- 
dividual going  to  make  all  the  difference.  You  sometimes  need  the 
committed  individual  who  wants  to  live  in  that  area  and  practice 
there. 

But  certainly  it  is  a  start.  And  I  think  that  you  need  some  way 
to  attract  physicians  and  other  health  care  providers  to  areas  like 
yours  in  Oregon  where  there  aren't  large  population  centers. 

Now,  in  addition  to  that,  you  need  transportation,  you  need  in- 
centives to  develop  networks  with  specialists  so  that  they  can  pro- 
vide care  over  large  areas,  you  need  other  kinds  of  incentives  that 
are  built  in  and  other  supports  for  the  infrastructure  for  rural  com- 
munities which  are  not  addressed  by  these  incentives.  But  to  take 
away  the  few  dollars  that  would  really  help  establish  an  office 
practice  in  those  areas  where  you  do  not  have  anybody,  I  think 
would  be  wrong.  I  think  that  money  is  probably  a  reasonable  incen- 
tive. 

Dr.  Malmud.  Congressman  Kopetski,  I  think  that  your  question 
gets  to  the  point,  and  that  is  that  there  are  many  incentives  that 
are  needed  because  each  individual  who  enters  medicine  as  a  pro- 
vider has  different  needs  and  each  service  area  has  different  needs. 
So  that  a  variety — if  you  will,  a  menu  of  opportunities  is  necessary. 

I  believe  that  these  include  the  proposed  tax  credit,  the  student 
loan  forgiveness,  a  scholarship  program  for  students  who  commit 
themselves  to  primary  care  in  underserved  areas,  immediate  de- 
ductibility of  startup  costs,  health,  medical,  a  tax  incentive  for  phy- 
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sicians  in  rural  communities  to  be  paid  for  training  medical  stu- 
dents, which  they  now  do  for  free  for  some  medical  schools,  and  ad- 
ditional expensing  for  the  medical  equipment,  investment  tax  cred- 
it for  the  medical  equipment. 

Some  of  these  incentives  will  be  a  value  to  some  providers  and 
some  will  be  a  value  to  other  providers.  The  problem  that  we  have 
is  that  our  medical  students  are  graduating,  at  least  at  Temple, 
with  an  average  indebtedness  of  $80,000  per  student. 

These  students  are  also  at  a  time  in  their  life  when  they  will 
enter  practice  3  or  4  years  later  after  completing  residency  and  will 
have  a  family  beginning,  and  they  recognize  that  the  indebtedness, 
plus  the  needs  of  the  tamily,  are  not  providing  them  with  the  op- 
portunities that  they  expected.  Therefore,  tax  credits  would  be  of 
value  to  one  group,  other  incentives  to  another. 

But  clearly  one  of  the  most  trying  issues  for  our  students  is  that 
they  are  encumbering  this  indebtedness  during  medical  school,  and 
that  is  something  that  I  think  we  should  look  at  as  a  major  prob- 
lem for  the  entire  health  care  system.  Because  what  we  are  doing 
is  we  are  taking  idealistic  young  men  and  women,  putting  them 
through  4  years  of  medical  school,  having  them  graduate  with 
$100,000  of  debt,  if  they  are  minorities,  $80,000  for  the  average 
student,  and  then  telling  them  to  continue  to  be  idealists  and  not 
concerned  about  money.  That  can't  happen,  not  with  the  present 
system.  The  present  system  is  overburdening  them  economically. 

Mr.  McCabe.  I  think  that  in  some  ways  what  you  have  going  on 
here  is  two  situations  that  work  against  the  goal  here,  and  that  is 
that  I  think  the  incentives  for  the  physicians  are  very  good  and 
they  should  be  retained  and  probably  even  enhanced,  but  what  is 
happening  is  this  reform  and  the  evolution  of  health  care  now  is 
that  we  are  creating  physician  networks  and  we  are  asking  for 
more  primary  care  physicians,  and  what  is  happening  is  the  for- 
profit  companies,  the  for-profit  HMOs  and  not-for-profit  HMOs  are 
looking  for  these  same  primary  care  doctors  that  would  like  to  go 
into  the  inner-city  areas  and  the  rural  areas,  and  they  are  paying 
them  a  lot,  they  are  paying  them  a  lot  more  money. 

It  is  a  lot  more  attractive,  in  some  sense,  to  work  for  one  of  these 
new  startup  companies  with  the  salaries  and  the  benefits  that  ac- 
crue to  you  there,  and  it  seems  to  me  that  incentives  are  impor- 
tant, but  the  issue  of  how  you  get  more  doctors  in  places  like  Har- 
lem and  rural  areas  I  think  has  to  do  with  some  kind  of  capital  for- 
mation, you  know. 

How  would  you  start  up  an  HMO  for  those  doctors  and  how 
would  you  acquire  a  building  and  equipment? 

Who  would  have  the  kind  of  seed  money  and  working  capital 
that  would  allow  them  to  deal  with  the  Medicaid  system  or  the  new 
system  we  are  going  to  get  to? 

I  think  without  that  kind  of  recognition,  in  some  ways  we  are 
going  to  be  sort  of  chipping  away  at  this  problem  and  talking  about 
it  for  a  long  time  in  the  future.  The  issue  is  there  has  got  to  be 
a  commitment  by  someone  to  allow  for  the  kind  of  resources  that 
are  needed  to  get  people  to  work  in  these  areas  more  so  than  just 
the  incentives,  although  I  think  they  are  beneficial. 

Ms.  Wiley.  There  are  also  some  important  provisions  in  the 
Health  Security  Act  that  I  think  are  attempting  to  get  at  this  issue 
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that  you  have  to  have  more  than  just  a  tax  incentive.  I  mean,  HHS, 
the  Secretary  of  HHS  is  going  to  have  authority  to  create  a  grant 
program  for  essential — sort  of  an  essential  community  provider 
health  network. 

I  think  they  call  it  qualified  provider  health  plan,  which  would 
be  a  group  of  physicians  which  would  be  locating  in  an  underserved 
community,  and  does  require  that  there  be  enabling  services  at- 
tached to  that  program  so  that  you  get  at  the  issue  of  transpor- 
tation and  cultural  carriers  and  linguistic  barriers  to  care. 

The  problem  is  that  it  is  not  funded.  It  is  not  clear  how  it  is 
funded.  So  to  the  extent  that  vou  have  some  additional  programs 
even  that  exist  in  the  bill  in  theory,  you  know,  it  is  a  question  of 
how  you  are  going  to  make  those  promises  a  reality,  because  there 
are,  I  think,  some  good  ideas  that  are  encompassed  in  the  bill. 

Also,  the  disproportionate  share  hospital  issue.  The  act  is  going 
to  cap — it  is  going  to  end  the  disproportionate  share  hospital  pro- 
gram and  cap  the  amount  of  benefits  that  can  be  provided  to  hos- 
pitals that  are  serving  high  numbers  of  low-income  people.  And  I 
think  that  is  going  to  be  a  very  big  issue  for  low-income  commu- 
nities, in  rural  areas  as  well  as  in  big  cities,  because  that  is  a  place 
where  right  now  a  lot  of  poor  people  are  getting  primary  care. 

Mr.  Lopes.  If  I  may  also  make  a  comment,  obviously  what  we 
are  hearing  today  from  all  the  other  participants  is  very  necessary 
and  important.  But  there  is  a  role  for  managed  care  in  this,  and 
our  program  in  particular  has  been  involved  in  a  variety  of  under- 
served  areas,  from  some  of  Baltimore's  worst  inner  city  locations, 
to  some  of  the  more  rural  areas  in  Maryland  where  we  have  had, 
because  of  marketplace  pressures,  both  in  terms  of  the  Medicaid 
program  and  the  commercial  sector,  to  start  our  own  medical  cen- 
ters and  bring  in  physicians  to  those  communities.  And  as  my 
panel  colleague  here  has  said,  our  programs  are  attractive,  orga- 
nized systems.  They  provide  nice  environments.  They  work  well, 
and  should  not  be  neglected  because  they  are  part  of  tne  health  de- 
livery landscape.  Managed  care  is  a  part  of  the  health  care  land- 
scape that  should  be,  we  think,  fostered  and  promoted. 

We  provide  an  excellent  opportunity  for  physicians  to  practice 
and  a  nice  environment  for  patients  to  be  seen  in,  and  with  the  ap- 
propriate market-based  incentives,  we  are  certainly  going  to  con- 
tinue to  do  that.  We  are  certainly  going  to  set  up  medical  centers 
in  underserved  areas  as  long  as  it  makes  market  sense.  And,  I 
think,  thus  far,  we  have  done  that  and  done  that  effectively. 

Dr.  Malmud.  If  I  may,  I  would  point  out  that  is  what  I  am  pro- 
posing that  the  academic  health  centers  do,  and  that  the  academic 
health  centers  represent  a  certainty.  Because  even  if  the  market 
doesn't  make  sense,  they  are  going  to  remain  true  to  their  commit- 
ment at  a  time  when  government  ratchets  down  on  payments.  Oth- 
ers may  leave  the  communities.  The  academic  health  centers  which 
have  been  in  these  communities,  in  some  cases,  for  over  100  years, 
will  remain. 

And  addressing  the  other  point  you  made  about  disproportionate 
share,  I  would  point  out  that  we  are  most  anxious,  as  are  all  dis- 
proportionate share  hospitals  about  the  threat  to  disproportionate 
share  in  the  proposal  from  the  administration.  It  would  cost  Tem- 
ple University  Hospital  alone  approximately  $20  million  per  year 
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in  fiscal  year  1999  and  fiscal  year  2000,  and  would  essentially  put 
us  out  of  business. 

Chairman  Rangel.  Mr.  Camp. 

Mr.  Camp.  I  have  no  questions. 

Chairman  Rangel.  Let  me  say  this;  you  all  are  addressing  the 
administration's  bill,  and  we  don't  know  what  will  be  coming  out. 
Would  you  agree  that  this  Federal  term,  "medically  underserved 
community,"  would  that  be  so  all  encompassing  that  it  would — that 
you  would  be  assured  it  would  hit  the  type  of  communities  that  all 
of  you  have  testified  about? 

Mr.  McCabe.  I  think  it  would  if  you 

Chairman  Rangel.  Do  we  have  enough — anyone  know  how  many 
we  have? 

Ms.  Wiley.  There  are  over  2,226,  I  believe,  as  designated  by  the 
Secretary  of  Health  and  Human  Services.  The  number — now,  there 
are  three  ways  they  are  designated,  geographic  area,  by  population 
and/or  by  facility.  So  there  are  three  ways  you  can  be  designated 
an  underserved  area. 

Chairman  Rangel.  Why  don't  you  from  the  NAACP  Legal  De- 
fense Fund  try  to  find  a  description  using  the  standards  of  the 
three  that  would  target  the  areas  that  we  are  talking  about.  And 
then  what  we  will  do — I  mean,  I  didn't  mean  to  cut  you  off.  Dr. 
Malmud,  but  if  you  are  going  to  lose  $20  million  because  of  dis- 
proportionate share,  what  we  are  going  to  try  to  do  for  you,  once 
we  get  an  idea  as  to  why  you  are  losing  that  money,  why  your  costs 
are  so  high,  is  because  of  the  condition  of  the  patient  and  we  know 
all  of  that,  but  we  want  to  find  out  how  much  money  is  going  into 
that  district  now  under  the  present  program,  how  much  money  is — 
how  much  incentives  are  going  in  under  the  President's  proposal, 
and  if  indeed  all  of  you  were  the  medical  directors — since  everyone 
is  so  proud  of  what  they  are  doing  in  their  own  distribution,  and 
they  should  be — why  should  the  Federal  Grovernment  reinvent  the 
wheel  if  you  believe  it  is  working? 

So  that  if  in  these  distributions  the  providers  can  get  together 
with  local  and  State  government,  find  out  how  much  the  cities  are 
providing — we  have  a  good  start,  and  also  find  out  how  much 
money  is  coming  in  under  the  so-called  enterprise  zones  and  how 
much  money  is  coming  in  with  the  so-called  drug  programs. 

What  is  education,  what  is  prevention,  how  does  it  tie  into  health 
care,  and  how  much  money  is  coming  in  from  the  education  depart- 
ment? 

How  much  is  in  these  areas  for  the  university  system  and  how 
much  are  the  universities  giving  back  to  the  community?  How,  if 
you  are  able  to  do  it,  could  you  start  creating  your  own  professional 
work  force  in  these  communities  using  the  resources  that  are  there 
in  teenage  pregnant  mothers  or  welfare,  AFDC,  but  certainly  some- 
thing that  would  show  that  the  community  is  trying  to  rebuild  it- 
self? 

When  we  see  how  much  money  we  are  pouring  in  already  per 
capita  and  we  see  how  much  incentives  are  going  to  be  provided, 
when  the  doctors  talk  with  doctors,  ask,  what  does  it  really  take 
for  you  not  just  to  come  in  but  to  have  some  kind  of  commitment, 
with  the  understanding  that  even  the  NAACP  is  not  going  to  rep- 
resent you  if  you  get  the  education  and  leave  and  go  to  suburbia — 
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what  can  we  do  together  to  target  these  areas  and  treat  them  dif- 
ferently because  thev  warrant  to  be  treated  differently? 

I  will  be  seeing  the  First  Lady  this  afternoon.  If  she  buys  this, 
it  is  a  done  deal. 

Mr.  KOPETSKI.  Mr.  Chairman,  in  line  with  that,  there  is  also 
some  other — ^you  know,  there  is  a  myriad  of  government  programs, 
and  we  have  Indian  health  clinics  as  well  that  serve  certain  popu- 
lations but  not  geographic  areas,  except  for  the  Indian  population. 

In  our  migrant  worker  clinics,  it  is  amazing  how  creative  they 
are  in  pulling  together  a  whole  hodgepodge  of  money  pots  out  there 
to  fund  the  services  for  the  migrant  workers,  and,  the  private  mar- 
ketplace is  not  serving  them. 

Chairman  Rangel.  It  is  almost  unfair  to  ask  an  alliance  to  reach 
out  to  these  particular  groups  and  compete,  and  so  if  it  is  a  heavy 
fiscal  problem  and  if  there  is  a  shortage  of  professional  people  and 
if  there  is  a  climate  that  is  not  conducive  to  practicing  in  the  first 
place,  then  it  has  to  be  tackled  all  together,  and  since  most  of  these 
zones  are  going  to  be  enterprise — could  be  eligible  for  enterprise 
zones  anyway,  why  treat  health  any  differently? 

So  help  work  on  those  standards,  see  where  we  will  go.  We  will 
throw  in  the  professional  system,  do  it  with  the  enterprise  zone 
and  see  what  we  can  pull  out.  I  think  this  would  be  a  great  asset 
to  the  university  systems  that  are  already  doing  it. 

And  we  will  work  out  the  incentives  that  are  necessary  that  real- 
ly work,  so  that  it  is  not  just  one  that  appeals  to  the  personal  need, 
but  an  environment  which  would  appeal  to  their  professional,  is  in 
a  community  that  they  would  want  to  serve — because  everyone  is 
pitching  in,  including  mayors  and  Governors  and  the  Federal  Gov- 
ernment and  the  private  sector. 

So  all  of  you  are  now  designated  as  leaders  of  communities  that 
work  on  a  plan.  We  will  get  together  and  bring  in  some  other 
urban  and  rural  plans. 

Thank  you. 

Next  panel,  H.D.  Vest,  Irving  Tex.,  Lisa  Browning,  vice  president 
and  general  corporate  counsel;  National  Association  of  Realtors, 
Linda  Goold,  director,  Federal  Tax  Program;  Direct  Selling  Associa- 
tion, Tami  Longaberger  Kaido,  accompanied  by  Neil  Offen,  presi- 
dent; Gerard  Herr,  assistant  treasurer,  Construction  Financial 
Management  Association;  Mark  Erlich,  financial  secretary  and 
business  manager.  United  Brotherhood  of  Carpenters  and  Joiners 
of  America;  Thomas  Thompson,  president.  National  Association  of 
Home  Builders. 

We  will  start  with  Mr.  Vest. 

Your  testimony  will  be  limited  to  5  minutes  so  that  the  commit- 
tee will  have  a  chance  to  make  inquiries. 

All  of  the  written  statements  will  be  entered  in  their  entirety 
into  the  record  without  objection. 

And  we  will  start  witn  Mr.  Vest — Ms.  Browning,  sorry.  H.D. 
Vest,  represented  by  Lisa  Browning. 
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STATEMENT  OF  LISA  R.  BROWNING,  VICE  PRESIDENT  AND 
GENERAL  CORPORATE  COUNSEL,  H.D.  VEST,  INC.,  IRVING, 
TEX. 

Ms.  Browning.  Thank  you.  Good  morning. 

My  name  is  Lisa  Browning.  I  am  here  today  in  my  capacity  as 
vice  president  and  general  corporate  counsel  of  H.D.  Vest,  Inc.,  and 
on  behalf  of  the  company,  I  would  like  to  thank  the  subcommittee 
for  the  opportunity  to  testify  here  today. 

H.D.  Vest  provides  financial  advice  and  services  to  over  1.5  mil- 
lion American  families  and  small  businesses.  Our  activities  include 
transactions  involving  insurance  products,  mutual  funds  and  unit 
investment  trusts.  These  financial  products  are  marketed  and  ad- 
ministered through  over  4,000  tax  and  accounting  professionals 
across  the  United  States  who  use  our  services. 

In  many  ways,  we  work  for  these  tax  professionals  more  than 
they  work  for  us.  If  they  are  dissatisfied  with  the  services  that  we 
provide,  they  go  elsewhere  to  any  number  of  other  financial  serv- 
ices companies. 

As  my  written  testimony  explains  in  detail,  we  firmly  believe  the 
tax  professionals  who  use  our  services  fall  well  within  the  current 
20  common-law  factors  defined  under  current  law.  However,  in 
H.R.  3600,  the  President's  Health  Security  Act,  in  particular,  we 
are  concerned  about  section  7301  which  grants  the  Secretary  of  the 
Treasury  broad  authority  to  redefine  the  independent  contractor 
designation. 

In  the  limited  time  available,  I  would  like  to  make  three  points 
about  section  7301: 

First,  it  is  disingenuous  to  label  section  7301  as  an  antiabuse 
section.  If  the  goal  is  truly  to  eliminate  independent  contractor 
abuses,  far  less  radical  action  is  required.  A  range  of  antiabuse 
suggestions  have  been  presented  to  this  subcommittee  before,  in- 
cluding increased  penalties  for  abusers,  stricter  reporting  require- 
ments and  a  lower  reporting  threshold  for  independent  contractors. 

A  detailed  GAG  report  was  prepared  on  this  subject  in  1992. 
There  are  many  ways  to  attack  abusers  without  completely  restruc- 
turing the  entire  independent  contractor  regime. 

In  truth,  section  7301  represents  a  major  policy  shift.  If  the 
Treasury  Department  is  given  the  authority  to  redefine  the  inde- 
pendent contractor  designation,  the  result  is  entirely  predictable. 
At  worst,  we  believe  Treasury  will  define  independent  contractors 
out  of  existence.  At  best,  it  will  restrict  the  definition  far  beyond 
what  is  necessary  to  limit  abuses. 

Over  three  decades.  Treasury  has  made  no  secret  of  its  hostility 
toward  the  independent  contractor  designation,  and  I  have  pro- 
vided evidence  to  demonstrate  that  hostility  in  my  written  state- 
ment. Let  me  only  remind  you  that  Congress  passed  a  statutory 
prohibition  against  Treasury  promulgating  independent  contractor 
regulations  because  of  well-documented  concerns  about  the  IRS' 
overzealous  pursuit  of  independent  contractors  in  the  past. 

If  the  IRS  is  allowed  to  redefine  independent  contractors,  then 
the  ability  of  businesses  and  individuals  to  legitimately  use  a  des- 
ignation will  be  drastically  limited. 

The  impact  of  this  change  in  policy  will  be  significant.  The  Small 
Business  Administration   estimates   that  almost  one-third   of  all 
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companies  in  the  United  States  rely  to  some  degree  on  independent 
contractors.  The  SBA  has  also  estimated  that  there  are  at  least  5 
million  independent  contractors  in  the  country  today.  According  to 
some  estimates,  reclassifying  an  independent  contractor  as  an  em- 
ployee increases  an  employer's  cost  by  about  25  percent. 

Mr.  Chairman,  tightening  the  definition  of  independent  contrac- 
tor is  the  legislative  equivalent  of  a  substantial  new  tax  on  many 
honest  law-abiding  companies.  The  ripple  effect  of  this  change 
would  be  felt  in  every  congressional  district  in  the  country.  The  ef- 
fect on  my  company  will  be  enormous. 

At  H.D.  Vest,  for  example,  a  reclassification  of  our  independent 
contractors  would  entirely  change  the  way  we  do  business.  Had  our 
independent  contractors  been  classified  as  employees  in  fiscal  year 
1993,  the  costs  to  our  company  in  additional  taxes,  workers  com- 
pensation and  health  insurance  costs  would  have  been  $12.3  mil- 
lion, representing  a  staggering  27  percent  of  our  fiscal  1993  reve- 
nues of  $46  million. 

In  addition,  $12.3  million  is  more  than  four  times  our  profit  for 
fiscal  1993.  I  do  not  need  to  spell  out  to  you  the  impact  of  this  type 
of  supertax  on  our  company  and  other  similarly  situated  companies 
in  our  industry. 

Section  7301  goes  far  beyond  health  care.  The  precedent  it  sets 
will  affect  the  Social  Security  and  unemployment  payments  we 
must  make,  the  taxes  we  will  pay  and  the  taxes  we  must  withhold. 
It  affects  the  benefits  we  will  provide  our  workers.  It  has  critically 
important  implications  on  matters  of  malpractice  and  tort  liability. 

Mr.  Chairman,  please  do  not  hand  off  this  important  decision 
with  its  extraordinary  ramifications  to  the  IRS.  Conduct  hearings, 
understand  the  impact,  thoughtfully  create  a  legislative  solution.  If 
you  are  truly  concerned  about  abusers,  then  add  true  antiabuse 
provisions,  not  a  rewrite  of  decades  of  established  law.  Above  all, 
don't  rush  into  a  decision  that  has  such  important  implications  for 
so  many  of  us.  If  necessary,  remove  the  section  from  the  Health  Se- 
curity Act  and  treat  it  with  the  individually  focused  attention  that 
it  deserves. 

Thank  you.  I  would  be  pleased  to  answer  any  questions  you 
might  have. 

Chairman  Rangel.  Thank  you,  Ms.  Browning. 

[The  prepared  statement  follows:] 


292 


STATEMENT  OF  LISA  R.  BROWNING. 
REPRESENTING  H.D.  VEST 

House  Ways  and  Means  Committee 

Subcommittee  on  Select  Revenue  Measures 

February  9.  1994 


Good  morning.   My  name  is  Lisa  R.  Browning.   I  am  here  today  in  my  capacity 
as  vice  president  and  general  corporate  counsel  of  H.D.  Vest,  Inc. 

H.D.  Vest  provides  financial  advice  and  services  to  1.5  million  American 
families  and  businesses.   Our  activities  include  transactions  involving  insurance 
products,  mutual  funds,  and  unit  investment  trusts.   These  financial  products  are 
marketed  and  administered  through  4,000  tax  and  accounting  professionals  across 
the  United  States  who  use  our  services.   For  example,  200  of  these  professionals 
reside  in  New  York  State,  including  several  in  your, district,  Mr.  Chairman. 
Congressman  Hancock,  our  company  services  90  of  these  professionals  in  Missouri 
and  more  than  a  dozen  in  your  district.   We  are  members  of  the  International 
Association  for  Financial  Planning  and  the  Securities  Industry  Association 
Independent  Contractor  Firms  Committee. 

H.D.  Vest  is  your  basic  American  business  success  story.   Founded  by  Herb 
Vest  in  1983,  we  have  grown  from  a  very  small  business  into  a  thriving  concern. 
Headquartered  in  Irving,  Texas,  we  now  have  more  than  150  employees  who  help  to 
service  customers  in  nearly  every  corner  of  the  United  States.  H.D.  Vest  was  included 
in  inc.  magazine's  500  fastest-growing  companies  in  1989  and  1990.   Herb  Vest  has 
been  profiled  in  Success  and  Forbes  magazines. 

What  makes  us  unique  among  financial  services  companies  is  the  way  we 
operate.  The  typical  tax  professional  who  we  service  already  owns  his  own  tax 
preparation  or  accounting  business.   He  has  an  existing  client  base,  and,  in  most 
cases,  would  be  quite  successful  without  his  relationship  with  H.D.  Vest.  We  are  but 
a  supplement  to  his  or  her  existing  operation.  In  most  cases,  the  income  he  receives 
from  H.D.  Vest  is  only  a  fraction  of  his  overall  income.  We  provide  little  or  no 
oversight  other  than  compliance  with  federal  and  state  laws  and  regulations 
governing  securities,  insurance  and  investment  advisory  services.  We  compete  with 
other  financial  services  companies  to  provides  services  to  these  tax  professionals.   In 
many  ways,  we  work  for  them  more  than  they  work  for  us. 

In  that  sense,  these  individuals  are  the  ultimate  independent  contractors.  We 
provide  little  or  no  oversight.  They  work  on  their  on  schedule  out  of  their  existing 
business  using  their  own  equipment  and  staff.   They  set  their  own  hours  and  cover 
their  own  expenses.  They  shoulder  the  entire  risk  of  their  enterprise  and  market  their 
financial  services  products  to  the  general  public,  particularly  to  their  existing 
customers.  We  believe  they  are  textbook  examples  of  independent  contractors. 

Notwithstanding  our  status  as  legitimate  users  of  the  independent  contractor 
designation,  we  still  have  grave  concerns  about  key  provisions  in  H.R.  3600,  the 
President's  Health  Security  Act  ("HSA").   In  particular,  we  are  concerned  about 
Section  7301 ,  which  grants  the  Secretary  of  Treasury  broad  authority  to  redefine  the 
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independent  contractor  designation.  A  related  section,  Section  7303,  rewrites  existing 
safe  harbor  provisions,  but  we  shall  leave  comments  about  that  prevision  to  others. 
From  our  perspective,  the  critical  portion  of  Section  7301  is  subsection  (a):   'The 
Secretary  shall  prescribe  regulations  setting  forth  rules  for  detennining  whether  an 
individual  is  an  employee..."  These  three  lines  buried  within  the  enormous  HSA  would 
have  an  effect  far  beyond  what  most  people  realize. 

Although  there  are  many  facets  to  the  independent  contractor  issue,  let  me 
focus  on  three  key  points  related  to  Section  7301: 

1.  This  is  not  a  ministerial  anti-abuse  section,  as  the  title  suggests,  but  rather  a 
significant  policy  change  that  goes  well  beyond  the  health  reform  issue. 

2.  We  believe  this  provision  would  lead  to  a  drastic  limitation  on  the  use  of  the 
independent  contractor  designation. 

3.  This  fundamental  change  in  policy  will  add  significantly  to  the  cost  of  doing 
business  for  certain  employers.   Most  importantly,  it  is  the  equivalent  of  a 
substantial  new  supertax  on  a  broad  class  of  companies  throughout  the  United 
States. 

Please  allow  me  to  elaborate  on  these  points. 

1.        It  is  disingenuous  to  label  Section  7301  as  "anti-abuse  regulations." 

Section  7301,  found  in  Title  VII,  Subtitle  C,  is  labeled,  "Anti-Abuse  Regulations 
Relating  To  Employment  Status  "   However,  this  title  is  entirely  disingenuous.   If  the 
goal  truly  is  to  prevent  independent  contractor  abuses,  far  less  radical  action  is 
required. 

As  you  know,  under  current  law,  decisions  about  who  is  and  who  is  not  an 
independent  contractor  are  based  on  the  application  of  20  common  law  factors.  See 
Rev.  Rul.  87-41,  1987-1  C.B.  296.   These  factors  all  revolve  around  the  extent  to 
which  an  employer  maintains  control  over  his  or  her  worker\   In  general,  the  more 
control  an  employer  exercises  over  the  worker,  the  more  likely  that  worker  is  to  be 
considered  an  employee  rather  than  an  independent  contractor.  According  to  existing 
regulations: 

[An  employee  relationship]  exists  when  the  person  for 
whom  services  are  performed  has  the  right  to  control  and 
direct  the  individual  who  performs  the  services,  not  only  as 
to  the  result  to  be  accomplished  by  the  work  but  also  as  to 
the  details  and  means  by  which  that  result  is 
accomplished.  That  is,  an  employee  is  subject  to  the  will 
and  control  of  the  employer  not  only  as  to  what  shall  be 
done  but  how  it  shall  be  done.   In  this  connection,  it  is  not 
necessary  that  the  employer  actually  direct  or  control  the 
manner  in  which  the  services  are  performed;   it  is  sufficient 
if  he  has  the  right  to  do  so.. .if  an  individual  is  subject  to  the 


In  this  written  testimony,  the  word  "worker"  will  be  used  neutrally  to  describe  a 
body  of  people  that  includes  both  employees  and  independent  contractors. 
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control  or  direction  of  another  merely  as  to  the  result  to  be 
accomplished  by  the  work  and  not  as  to  the  means  and 
methods  for  accomplishing  the  result,  he  is  an  independent 
contractor. 

Section  31. 3121  (d)-1  (c)(2). 

Over  the  years,  this  principle  has  been  "fleshed  out"  by  private  letter  rulings,  revenue 
rulings,  case  law,  internal  IRS  guidance  documents  called  coordinated  issue  papers, 
the  Internal  Revenue  Manual,  articles,  numerous  IRS  characterization  decisions  and 
a  limited  number  of  related  regulations.   There  exists  a  substantial  body  of  law  and 
information  in  this  area. 

The  independent  contractor  issue  is  not  new,  and  neither  is  the  charge  that  the 
employers  sometimes  abuse  the  independent  contractor  designation.   Indeed,  some 
would  contend  there  is  an  economic  incentive  to  misclassify.   The  classification 
decision  impacts  the  treatment  of  the  worker  under  the  Federal  Unemployment  Tax 
Act  ("FUTA"),  the  Federal  Insurance  Contributions  Act  ("FICA"),  and  federal  income 
tax  withholding.   In  addition,  H.R.  3600  would  add  a  significant  new  burden  ~  a 
requirement  that  employers  pay  at  least  80%  of  the  health  insurance  cost  of  their 
employees  (but  not  independent  contractors). 

Over  the  years,  much  attention  has  been  devoted  to  minimizing  independent 
contractor  abuses.   On  July  23.  1992,  the  General  Accounting  Office  ("GAO")  issued 
a  major  report  listing  specific  suggestions  for  reducing  abuses.  A  critical  portion  of 
that  report  is  a  section  titled.  "Improving  Information  Reporting  on  Payments  to 
Independent  Contractors."  The  suggestions  in  that  section  include  increased 
penalties  for  abusers,  stricter  reporting  requirements,  increased  matching  of  Form 
1099s,  increased  outreach  and  education,  and  a  lower  reporting  threshold  for 
independent  contractors.  At  least  one  of  those  suggestions  -  increasing  the  penalty 
for  a  failure  to  properly  report  payments  to  independent  contractors  -  is  part  of  the 
HSA  as  Section  7302,  and  for  that  the  Administration  should  be  praised.  That  is  a 
true  anti-abuse  provision. 

As  the  GAO  report  demonstrates,  there  are  many  wavs  to  attack  abusers 
without  completely  restructuring  the  entire  independent  contractor  regime.   Section 
7301  throws  out  the  baby  with  the  bathwater. 

2.        Section  7301  will  result  in  dramatic  limitations  on  the  use  of  the 
independent  contractor  designation. 

In  truth.  Section  7301  represents  a  major  policy  shift  that  should  not  be 
disguised  as  a  minor  anti-abuse  provision.   If  the  Treasury  Department  is  given  the 
authority  to  redefine  the  independent  contractor  designation,  the  result  is  entirely 
predictable.   At  worst,  we  believe  Treasury  will  define  independent  contractors  out  of 
existence.  At  best,  it  will  restrict  the  definition  far  beyond  what  is  necessary  to  limit 
abuses. 

Over  three  decades,  Treasury  has  made  no  secret  of  its  hostility  toward  the 
independent  contractor  designation.   In  fact,  Congress  imposed  a  statutory  prohibition 
against  Treasury  promulgating  regulations  affecting  this  area  because  of  well- 
documented  concerns  about  the  IRS's  overzealous  pursuit  of  independent  contractors 
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in  the  past.  That  provision,  Section  530  of  the  Revenue  Act  of  1978,  was  adopted 
after  "taxpayer  complaints"  when  the  IRS  increased  its  tax  enforcement  in  the  1960's 
and  1970's  and  a  "substantial"  number  of  independent  contractors  were  reclassified 
as  employees,  according  to  testimony  by  Evelyn  A.  Petschek  of  the  Department  of 
Treasury  before  this  Subcommittee  in  1992.   Former  IRS  Commissioner  Donald 
Alexander  came  before  this  Subcommittee  in  1979  and  confessed  to  "...too  effective 
and  hard-nosed"  activities  by  the  IRS  regarding  audits  against  independent 
contractors.   Others  would  use  stronger  terms  to  characterize  the  IRS's  activities  in 
this  area.   If  the  IRS  is  allowed  to  redefine  independent  contractors,  then  the  ability  of 
businesses  and  individuals  to  legitimately  use  the  designation  will  be  drastically 
limited. 

Let  me  give  you  one  recent  example  of  the  IRS's  hostility  toward  independent 
contractors.   The  Service  recently  released  a  draft  of  an  internal  guidance  circular 
related  to  independent  contractors  in  the  securities  industry.     Remarkably,  the  IRS 
circular  said  that  an  employer  who  takes  steps  to  ensure  that  a  worker  acts  within 
state  and  federal  law  is  increasing  the  likelihood  that  that  worker  will  be  characterized 
as  an  employee.    In  other  words,  if  you  want  to  be  sure  your  worker  is  not  classified 
as  an  independent  contractor,  do  not  take  steps  to  ensure  that  he  or  she  complies 
with  applicable  law.   Mr.  Chairman,  every  one  of  the  tax  professional  using  our 
services  must  comply  with  a  myriad  of  federal  and  state  laws  -  and  we  certainly  take 
steps  to  ensure  they  comply  -  but  that  hardly  makes  them  employees!   In  fact,  since 
all  marketers  of  financial  products  in  the  securities  industry  are  subject  to  federal  and 
state  law,  the  effect  of  this  circular  would  have  been  to  outlaw,  or  at  least  significantly 
narrow,  the  use  of  independent  contractors  for  companies  like  ours".   Fortunately, 
common  sense  prevailed  and  this  draft  has  been  withdrawn  for  revisions,  but  the  very 
fact  that  it  would  even  be  considered  is  an  example  of  the  IRS's  institutional  mindset 
in  this  area. 

I  would  like  to  bring  to  your  attention  an  article  in  the  December  15,  1993 
Washington  Post  on  this  subject.   It  quotes  an  official  from  the  National  Federation  of 
Independent  Businesses  ("NFIB")  saying,  "From  a  business  standpoint,  the  last 
people  you  want  writing  the  rule  is  the  IRS.   We  think  it's  pretty  scary."  There  is  also 
a  comment  from  the  president  of  the  Small  Business  Legislative  Council,  described 
as  a  "coalition  of  trade  groups,"  who  says,  "[The  IRS  has]  a  very  strong  bias  toward 
classifying  individuals  as  employees."   Incidentally,  the  article  also  quotes  an 
unnamed  Treasury  Department  official,  who  says,  "The  last  thing  in  the  world  we 
wanted  to  try  to  do  was  write  the  rule  now.   That  by  itself  would  raise  controversy, 
and  we're  not  ready  to  do  it." 

After  hearing  the  constant  drum  beat  of  criticism  of  independent  contractors  for 
three  decades  from  the  IRS,  one  might  reach  the  conclusion  that  this  is  a  disfavored 
designation.   Nothing  could  be  further  from  the  truth.   In  testimony  before  this 
Subcommittee  the  IRS  has  said  that  the  law  dictates  no  preference  over  "employees" 
or  "independent  contractors".   They  are  simply  two  legitimate  categories  for  the 
classification  of  workers.   The  independent  contractor  designation  performs  a 
legitimate  function  in  a  modern  society  where  companies  engage  in  a  continuous 
stream  of  short  term  relationships  for  specified  tasks.   The  alternative  is  a  society 
where  everyone  hired  by  a  company  -  from  the  temporary  secretary  to  the  painter  to 
the  data  programmer  to  the  tax  preparer  -  must  be  treated  as  an  employee. 
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We  would  be  remiss  if  we  failed  to  mention  the  statutory  language  of  Section 
7301  requiring  that  the  Department  of  Treasury  regulations  give  "significant  weight"  to 
the  existing  common  law  related  to  independent  contractor  designations.   We 
appreciate  this  language,  which  is  certainly  an  improvement  on  the  first  draft  of  the 
HSA  that  said  the  regulations  would  override  all  existing  rules,  including  existing 
statutory  provisions.   Nonetheless,  the  "significant  weight"  requirement  gives  us  little 
comfort.  As  with  any  complex  tax  provision,  the  devil  is  in  the  details.   No  one  even 
knows  what  "significant"  means  in  this  context.   The  "significant  weight"  provision 
provides  little  impediment  to  Treasury  as  it  drafts  a  constricted  rule  in  this  area.  As 
Congressman  Bill  Archer,  the  full-committee's  ranking  Republican,  recently  opined. 
Section  7301  still  appears  to  give  the  IRS  "carte  blanche  to  treat  workers  as 
employees." 

3.        In  practical  terms,  we  believe  Section  7301  is  the  equivalent  of  a 

substantial  new  "supertax"  on  many  legitimate  users  of  the  independent 
contractor  designation. 

The  impact  of  this  change  in  policy  will  be  significant.   The  Small  Business 
Administration  ("SBA")  estimates  that  almost  one-third  of  all  companies  in  the  U.S. 
rely  to  some  degree  on  independent  contractors.   The  SBA  estimates  that  there  are  5 
million  independent  contractors  in  America.   According  to  some  estimates, 
reclassifying  an  independent  contractor  as  an  employee  increases  an  employer's  cost 
by  about  25%.   Mr.  Chairman,  tightening  the  definition  of  independent  contractor  is 
the  legislative  eguivalent  of  a  substantial  new  tax  on  many  honest,  law-abiding 
companies.    The  ripple  effect  of  this  change  will  be  felt  in  every  Congressional 
District  in  the  country. 

Let  me  also  point  out  that  the  impact  of  Section  7301  goes  far  beyond  health 
care  because  of  the  critical  precedent  that  it  would  set.^   It  would  affect  the  social 
security  and  unemployment  payments  we  must  make.   It  would  affect  the  taxes  we 
would  pay  and  the  taxes  we  withhold  from  our  "newly  classified"  employees.   It  would 
affect  the  fringe  benefits  we  provide  our  workers,  certain  wage  and  hour  laws,  and 
workmens'  compensation.   It  has  critically  important  implications  on  matters  of 
malpractice  and  tort  liability. 

The  economic  effect  on  H.D.  Vest  will  be  enormous.  Had  our  independent 
contractors  been  classified  as  employees  in  fiscal  year  1993,  the  cost  to  our  company 
in  additional  taxes,  workers'  compensation  and  health  insurance  costs  would  be 
$12.3  million.   $12.3  million  represents  a  staggering  27%  of  our  fiscal  1993  revenues 
of  $46  million.  In  addition.  $12.3  million  is  more  than  four  times  our  net  income  of 
$2.934  million  in  fiscal  1993.  I  do  not  need  to  spell  out  to  you  the  impact  of  a  new 
supertax  of  27%  on  our  company  and  other  similariy  situated  companies  in  our 
industry. 


^       Most  H.D.  Vest  agents  already  have  access  to  affordable,  comprehensive 
health  insurance  through  their  CPA  societies,  enrolled  agents  associations,  and  other 
groups.   Since  the  majority  of  our  agents  receive  most  of  their  incomes  from  their 
own  accounting  and  tax  practices,  it  would  be  unfair  to  shift  an  inordinate  share  of 
that  burden  to  our  company.   However,  this  shift  in  responsibility  is  entirely  possible 
given  the  IRS's  pursuit  of  independent  contractors  in  the  past  and  its  fixation  on 
broker-dealers'  compliance  enforcement  activities. 
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Comparing  this  to  a  new  supertax  is  entirely  appropriate,  Mr.  Chairman. 
Imagine  that  you  are  a  small  company  legitimately  complying  with  the  current 
independent  contractor  law.   Imagine  that  as  result  of  a  statutory  change  in  the  HSA, 
the  definition  of  independent  contractor  is  narrowed  and  no  longer  applies  to  your 
workers.   For  the  purposes  of  this  example,  assume  the  impact  on  a  single  worker 
earning  $25,000  per  year.   At  the  very  least: 

You  now  must  make  a  social  security  tax  payment  of  about  $1,550. 
You  now  must  make  a  medicare  tax  payment  of  $362. 
•  You  now  must  make  a  federal  unemployment  tax  payment  of  $434. 

You  now  must  provide  health  care  coverage  at  a  cost  we  estimate  at 
about  $3,000. 

Together  those  costs  alone  -  and  there  are  others  not  included  here  --  total  almost 
$5,000  for  a  worker  with  an  income  of  $25,000!   Now  in  technical  terms,  this  might 
not  truly  constitute  a  new  20%  tax  on  that  employee.   But  in  the  business  world,  what 
you  call  it  does  not  matter.   What  matters  is  that  the  cost  of  doing  business  for  that 
single  employee  just  increased.   And  that  relatively  insignificant  $5,000  increased 
cost  becomes  extremely  significant  when  it  is  multiplied  by  the  4,000  tax 
professionals  who  use  our  services. 

Mr.  Chairman,  do  not  hand  off  this  important  decision,  with  its  extraordinary 
ramifications,  to  the  IRS.   Conduct  hearings    Understand  the  impact.   Thoughtfully 
create  a  legislative  solution.   If  you  are  truly  concerned  about  abusers,  then  add  true 
anti-abuse  provisions,  not  a  rewrite  of  decades  of  established  law.   Above  all,  don't 
rush  into  a  decision  that  has  such  important  implications  for  so  many  of  us.   If 
necessary,  remove  this  section  from  the  Health  Security  Act  and  treat  it  with  the 
individually  focused  attention  that  it  deserves. 

Thank  you.   I  would  be  pleased  to  answer  any  questions  you  might  have. 
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Chairman  Rangel.  Ms.  Goold. 

STATEMENT  OF  LINDA  GOOLD,  DIRECTOR,  FEDERAL 
TAXATION  PROGRAM,  NATIONAL  ASSOCIATION  OF  REALTORS 

Ms.  Goold.  Mr.  Chairman,  the  National  Association  of  Realtors 
is  delighted  to  be  here  today  to  present  this  testimony  on  this 
thorny  and  difficult  issue.  I  brought  with  me  today  the  hearing 
record  from  1982  hearings  that  were  held  on  this  issue  that  were 
the  culmination  of  5  years  of  regulatory  struggle.  So  those  of  us 
who  have  been  here  for  a  few  years  have  some  familiarity  with  this 
issue. 

As  a  baseline,  I  would  like  to  say  that  the  National  Association 
of  Realtors  has  taken  no  official  position  either  in  support  of  or  op- 
position to  the  President's  health  plan  or  any  other  health  care 
plan,  nor  have  we  taken  any  official  position  on  employer  man- 
dates. What  we  need  to  explore  with  you  is  the  question  of  how  em- 
ployees will  be  classified. 

We  absolutely  agree  with  the  Treasury  that  if  there  were  to  be 
an  employer  mandate  system,  there  would  be  two  threshold  ques- 
tions: Who  is  an  employer  and  who  is  an  independent  contractor. 
For  realtors,  and  more  particularly  for  real  estate  sales  agents,  the 
answers  to  these  questions  have  been  clear  since  1982. 

In  1982,  Congress  enacted  section  3508  of  the  Internal  Revenue 
Code.  It  specifically  provides  that  real  estate  sales  agents  will  be 
treated  as  independent  contractors  so  long  as  a  series  of  tests  are 
satisfied. 

Congress  enacted  this  rule  at  a  time  when  the  IRS  was  regularly 
and  routinely  challenging  the  tax  treatment  of  sales  agents.  At  the 
same  time,  however,  those  sales  agents  had  a  very  high  rate  of 
compliance.  According  to  the  IRS'  own  figures  in  1982,  the  real  es- 
tate industry  had  achieved  a  96  percent  compliance  rate.  This 
means  that  96  percent  of  all  independent  contractor  income  from 
real  estate  sales  was  properly  reported  to  the  IRS.  Similarly,  the 
GAO  found  a  high  compliance  rate  in  the  real  estate  industry. 

Because  of  this  high  rate  of  compliance,  a  statutory  safe  harbor 
was  acceptable  to  all  parties  in  order  to  eliminate  a  lot  of  needless 
disputes.  Our  understanding  today  is  that  compliance  remains  very 
high,  so  preserving  that  statutory  safe  harbor  in  section  3508  is  of 
paramount  importance  to  our  membership  and  in  fact  will  be  a  be- 
ginning point  for  their  assessment  of  any  and  all  health  care  plans. 

Now  President  Clinton  has  proposed  rewriting  the  rules  concern- 
ing independent  contractors.  We  commend  the  administration  for 
maintaining  a  very  open  dialog  with  us,  for  discussing  this  issue 
with  us  at  length  and  in  great  detail.  Notwithstanding  the  adminis- 
tration's willingness,  however,  to  respond  to  our  concerns,  we  are 
very  weary  of  any  efforts  to  reconfigure  the  independent  contractor 
rules. 

We  recognize  that  Treasury  has  a  very  legitimate  interest  in  cre- 
ating antiabuse  rules,  but  we  must  be  concerned  about  the  ex- 
tremely broad  grant  of  authority  that  is  contained  in  the  Presi- 
dent's plan.  We  are  very  concerned  that  the  administration  might 
be  perceived  as  writing — as  giving  the  Secretary  the  authority  to 
write  regulations. 
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So  we  believe  that  it  is  crucial  for  this  committee  to  set  out  very 
specific  parameters  for  regulatory  authority  so  that  employers  can 
more  carefully  evaluate  their  options  and  also  so  that  they  can  un- 
derstand the  ground  rules. 

We  also  want  to  point  out  that  the  IRS  already  has  some  very 
powerful  tools  in  its  arsenal.  One  of  those  tools  is  an  extensive  in- 
formation reporting  system  that  was  enacted  in  1982  concurrently 
with  our  safe  harbor.  The  information  reporting  system  gives  the 
IRS  a  number  of  powerful  tools  and  it  gives  them  very  significant 
amounts  of  information. 

So  we  would  urge  great  caution  in  the  implementation  of  any  ad- 
ditional reporting  systems  and  at  this  point  we  would  oppose  any 
increases  to  the  penalties,  such  as  are  suggested  in  H.R.  3600,  in 
the  absence  of  any  evidence  that  merely  increasing  the  penalty 
would  enhance  compliance. 

Now,  Mr.  Chairman,  if  we  are  successful  in  preserving  independ- 
ent contractor  status  and  if  the  Treasury  is  able  to  solve  the  manv 
problems  that  were  discussed  at  yesterday's  hearings,  there  still 
are  very  substantial  problems  that  face  all  self-employed  persons, 
because  the  health  care  plan  as  it  is  presently  drafted  takes  some 
concepts  that  have  been  put  in  the  code  in  the  past  few  years  and 
grafts  them  into  the  employment  tax  area  in  ways  that  certainly 
have  far-reaching  impact. 

The  first  has  to  do  with  businesses  that  are  organized  as  S  cor- 
porations or  a  comportment  with  subchapter  S  of  the  Internal  Rev- 
enue Code.  Under  current  law,  the  salary  income  of  a  shareholder 
employee  is  subject  to  Social  Security  tax,  while  the  income  that  is 
distributed  as  earnings  of  the  corporation  is  not  subject  to  employ- 
ment tax.  The  Clinton  plan  would  treat  all  of  this  income,  both  the 
salary  and  the  distributions  as  being  subject  to  the  employment 
tax. 

This  is  an  extremely  far-reaching  provision  that  has  not  been  dis- 
cussed extensively  and  we  believe  that  in  many  respects  it  is  sim- 
ply a  back-door  revenue  grab  to  increase  the  HI  tax. 

In  this  same  context,  the  administration  bill  would  extend  the 
material  participation  rules  to  the  employment  tax  area  by  impos- 
ing new  employment  taxes  on  some  limited  partnership  income. 

As  real  estate  professionals,  we  are  painfully  aware  of  the  dif- 
ficulties of  the  material  participation  rules.  They  were  designed  to 
protect  very  sophisticated,  wealthy  taxpayers  and,  in  fact,  have 
succeeded  in  their  objectives.  However,  these  are  extremely  com- 
plex rules  to  introduce  into  the  employment  tax  area. 

Finally,  Mr.  Chairman,  we  believe  that  any  health  care  reform 
should  make  the  lives  of  self-employed  persons  simpler  and  not 
more  difficult.  So  we  would  urge  you  to  exercise  great  care  in  the 
subchapter  S  area,  in  the  limited  partnership  issue  and  in  the 
problems  that  are  associated  in  families  with  individuals  who  are 
obtaining  insurance  through  their  spouses. 

Thank  you  for  this  opportunity. 

Chairman  Range L.  Thank  you. 

[The  prepared  statement  follows:! 
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STATEMENT  OF  LINDA  GOOLD 
NATIONAL  ASSOCIATION  OF  REALTORS 

Mr.  Chairman  my  name  is  Linda  Goold.  Director.  Federal  Taxation  Programs,  of  the  National 
Association  of  REALTORS  *  (NAR).  Our  association,  along  with  its  affiliates  and  societies, 
represents  individuals  who  trade  in  all  facets  of  the  real  estate  industry.  Our  750.000 members  have 
real  estate  brokerage,  development,  property  management,  appraisal,  and  auction  businesses  m  both 
residential  and  commercial  markets  of  every  state,  territory  and  the  District  of  Columbia.  We  also 
are  expanding  into  international  markets.  NAR  welcomes  the  oppormnity  to  testify  concerning  the 
difficult  problems  of  employee  classification  in  the  context  of  the  Health  Security  Act,  H.R.  3600. 
President  and  Mrs.  Clinton  have  significantly  advanced  the  debate  on  an  issue  that  is  fundamental 
to  the  future  of  each  of  us  individually  and  as  a  society. 

As  a  baseline,  we  note  that  as  of  this  date,  the  National  Association  of  REALTORS  ®  has 
taken  no  official  position  either  supporting  or  opposing  H.R.  3600  or  any  other  of  the  pending  health 
care  programs.  In  addition,  while  our  members,  like  many  small  business  people,  are  deeply 
concerned  about  employer  mandates,  they  have  presently  taken  no  official  position  concerning 
mandates.  Rather,  our  members  wish  to  explore  with  the  Committee  the  consequences  of  an 
employer  mandate  and  of  employee  classification  in  our  present  business  environment  and  suggest 
the  possible  consequences  for  the  future. 

NAR  approaches  the  health  care  debate  as  another  current  in  a  tidal  wave  of  change 
sweeping  over  our  industry.  Changes  in  the  real  estate  business  are  being  driven  by  extraordinary 
changes  in  technology.  In  addition,  the  traditional  legal  and  economic  relationships  among  buyers, 
sellers  and  their  respective  agents  have  been  challenged,  and  are  undergoing  radical  change.  The 
laws  of  many  states  are  being  altered  or  re-interpreted  to  reflect  the  changes  to  those  relationships. 
Even  our  association  itself  is  being  dramatically  restructured  at  the  local  level.  Thus,  with  so  much 
change  in  our  market  place,  we  must  analyze  carefully  any  external  factors  such  as  health  care  reform 
that  would  add  significant  costs  in  a  market  already  subject  to  massive  financial,  technological  and 
structural  change. 

We  thus  approach  the  health  care  debate  with  great  caution.  The  focus  of  today's  hearings 
IS  the  question  of  employee  classification.  Historically,  this  is  an  issue  fraught  with  complexity  and 
frustration  for  both  the  government  and  taxpayers  alike.  One  source  of  this  frustration  has  been  the 
question  of  appropriate  classification  of  workers  as  independent  contractors.  In  the  context  of  the 
health  care  debate,  the  issue  of  employee  classification  is  of  such  overriding  imponance  that  it  will 
be  a  major  factor  in  our  support  or  opposition  of  any  health  care  plan. 


Independent  Contractor  Classification 

We  agree  with  the  assessment  of  the  Treasury  Department  that  the  threshold  questions  of 
any  plan  based  on  an  employer  mandate  are  the  twin  issues  "Who  is  an  employer?"  and  "Who  is  an 
independent  contractor?"  For  REALTORS  »,  or  more  particularly,  for  real  estate  sales  agents,  the 
answers  to  those  questions  have  been  :!ear  since  1982. 

In  1982,  Congress  enacted  Section  3508  of  the  Internal  Revenue  Code.  It  specifically 
provides  that  real  estate  sales  agents  will  be  treated  as  independent  contractors  so  long  as  several 
tests  are  satisfied.  First,  a  written  contract  between  the  agent  and  the  broker  must  exist.  That 
contract  must  state  explicitly  that  the  agent  will  be  treated  as  an  independent  contractor,  and.  as  such, 
will  be  responsible  for  proper  income  and  employment  tax  payments.  The  sales  agent  must  be 
properly  licensed  under  local  law.  All  the  sales  agent's  compensation  must  be  derived  from  sales  or 
output  and  not  be  based  upon  hours  worked.  Similar  rules  apply  for  leasing  agents  and  some 
appraisers,  but  explicitly  do  not  apply  to  property  managers. 

Congress  enacted  these  rules  to  provide  certainty  at  a  time  when  the  Internal  Revenue 
Service  (IRS)  was  challenging  the  tax  treatment  of  sales  agents.  At  that  same  time,  sales  agents  had 
a  very  high  rate  of  compliance.  According  to  the  IRS's  own  figures  in  1982,  the  real  estate  industry 
had,  during  the  late  1970's, achieved  a  compliance  rate  of  96%  compared  with  all  other  independent 
contractors.  That  is,  96%  of  all  independent  contractor  income  earned  by  real  estate  sales  agents  was 
properly  reported  to  the  IRS.  (See  Hearing  Record,  Senate  Committee  on  Finance  Subcommittee 
on  Oversight  of  the  Internal  Revenue  Service,  concerning  S.  2369,  April  26,  1982,  at  p.  163.) 
Similarly, the  GAO  found  compliance  to  be  high  in  the  real  estate  industry.  (Id.)  Because  of  the  high 
rate  of  compliance,  a  statutory  safe  harbor  was  acceptable  in  order  to  eliminate  needless  disputes. 
Our  understanding  is  that  compliance  remains  high.  Preserving  that  statutory  safe  harbor  of  Section 
3508  is  of  paramount  interest  to  our  membership,  and  will  be  the  beginning  point  for  analysis  of  any 
and  all  health  care  packages. 
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Now.  President  Clinton's  plan  would  grant  significant  new  authority  to  the  Secretary  to  rewrite 
the  law  concerning  independent  contractors.  We  commend  the  Administration  for  maintaining 
continuous  dialogue  with  us  and  with  others  in  the  small  business  community  concerning  the 
independent  contractor  issue,  and  for  demonstrating  considerable  flexibility  on  this  important  issue. 
The  original  drafts  of  the  health  care  reform  plan  would  have  allowed  the  Secretary  to  make  a 
wholesale  revision  of  the  independent  comraaor  rules.  The  draft  even  went  so  far  as  to  grant  the 
Secretary  authority  to  write  regulations  that  would  override  existing  statutory  provisions,  including 
Section  3508.  After  the  aggressive  objections  of  the  small  business  community  to  such  an 
overreaching  rule,  the  provision  was  limited  to  a  grant  of  authority  that  would  direct  the  Secretary 
to  write  regulations  that  would,  in  effea.  bar  employers  from  rearranging  existing  relationships  by 
dumping  off  employees  in  order  to  avoid  the  costs  of  insurance  premiums  or  to  take  advantage  of 
deeper  subsidies.  These  new  regulations  would  focus  on  so-called  anti-abuse  rules.  Nonetheless,  the 
grant  of  authority  continues  to  be  broad.  While  the  Secretary  is  specifically  barred  from  overturning 
Section  3508,  the  Secretary  could  nonetheless   rewrite  many  longstanding  prmciples. 

Notwithstanding  the  Administration's  good  faith  in  responding  to  our  criticisms,  we  are  very 
wary  of  efforts  to  reconfigure  the  independent  contractor  rules.  While  we  recognize  the  Treasury's 
very  legitimate  interest  in  creating  anti-abuse  rules,  we  cannot  help  but  be  concerned  about  the 
absence  of  guidelines  in  the  very  broad  grant  of  regulatory  authority  to  the  secretary.  We  believe 
that  it  is  essential  to  avoid  any  appearance  that  the  Secretary  is  writing  legislation.  We  also  believe 
it  is  essential  for  this  Committee  to  lay  out  very  specific  parameters  for  regulatory  authority  so  that 
employers  can  more  carefully  evaluate  their  options  and  understand  the  ground  rules. 

To  the  end  of  clarifying  the  status  of  independent  contractors,  we  support  the  efforts  of  many 
of  our  small  business  colleagues  in  their  efforts  to  retain  Section  530  and  the  common  law  guidelines. 
We  would  associate  ourselves  with  our  colleagues  in  the  Direct  Selling  Association  and  the  Coalition 
for  Independent  Contractors  in  their  efforts  and  testimony  to  preserve  Section  530.  Also,  in  the  case 
of  the  Direct  Selling  Association,  we  support  the  efforts  to  create  some  de  minimis  and  timing  rules. 
We  ftirther  support  the  ongoing  current  efforts  of  the  Treasury  Department  to  approach  compliance 
problems  on  an  industry  by  industry  basis  that  identifies  market  conditions  and  economic  realities. 

Further,  we  recognize  the  valid  efforts  of  the  IRS  to  continue  to  refme  the  information 
collection  system  by  monitoring  compliance  with  existing  information  reporting  systems  under  Section 
6041  that  were  created  concurrently  with  Section  3508.  We  believe  these  information  reporting 
structures  already  provide  IRS  with  useful  tools  and  enhance  compliance.  We  thus  would  urge 
caution  in  the  implementation   of  further  detailed  and  costly  reporting  systems. 


REALTORS*  as  Independent  Contractors 

The  real  estate  business  is  one  of  the  very  few  industries  in  which  an  individual  with  only  a 
very  modest  amount  of  capital  can,  by  sheer  hard  work  and  a  bit  of  good  fortune,  earn  a  significant 
return  on  his  or  her  investment  of  time  and  effort.  It  is  a  business  in  which  the  workers  control  their 
own  time  and  determine  their  own  methods.  (If  they  are  members  of  the  Realtor  ®  organization,  they 
subscribe  to  a  written  code  of  ethics  that  sets  the  standards,  though  not  the  method,  for  their  efforts.) 
The  individual  in  the  real  estate  business  bears  all  the  risk  for  profit  and  loss  because,  generally,  the 
only  renim  he  or  she  earns  is  based  on  time  and  effort,  and  not  capital.  Thus,  Realtors  ®  take  great 
pride  in  their  status  as  independem   contractors. 

Even  before  the  statutory  protections  of  Section  3508  were  enacted,  case  law  reaching  back 
to  1950  validated  the  independem   contraaor  status  of  sales  agents: 

Here  we  are  concerned  with  competent   salesmen,  almost  entirely  dependent    upon 

their  own  initiative,  efforts,  skill, and  personality  for  success,  working  upon  their  own 

time,  at  their  own  expense,  and  deriving  their  remuneration   from  the  results  of  their 

work. 

(Dimmick  -  Rickhoff  -  Bayer  Real  Estate  Co.  v.  Finnegan,  179  F.  2nd  882  (8th  Cir..  1950)). 

Our  members,  both  as  sales  agents,  and  as  broker-owners  who  maintain  and  manage  sales 
forces,  take  this  description  very  seriously.  As  agents  and  brokers,  they  place  a  very  high  premium 
on  continuing  to  be  described  as  dependent  on  their  initiative,  efforts  and  skills.  Thus,  independent 
contractor  status  is  of  great  importance  to  them  and  preserving  that  classification  as  embodied  in  code 
Section  3508  is  a  paramount  goal  of  our  membership. 
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Transition  Issues  for  Self-Emploved  Persons 

None  of  us,  of  course,  can  predict  at  this  moment  how  the  health  insurance  industry  or  the 
health  care  delivery  system  will  be  structured  after  Congress  has  acted  on  health  care.  Thus,  it  is  all 
but  impossible  for  any  of  us  to  predict  just  how  good  or  bad,  compared  with  today's  market,  the 
system  will  be  by  the  turn  of  the  century  for  independent  contractors,  or  for  anyone  else,  either.  This 
plan  contemplates  a  giant  leap  of  faith  into  the  future.  Thus,  we  believe  that  Congress,  the 
Administration  and  businesses  all  need  to  give  close  attention  and  exercise  great  care  in  taking  all  of 
today's  models  and  structures  (and  all  of  the  history  those  models  carry  with  them)  into  that  unknown 
future.  This  transition  to  new  models  will  not  be  as  simple  as  merely  declaring  effective  dates  and 
writing  transition  rules.  Business  structures  are  changing  rapidly  even  in  the  absence  of  health  care 
reform.  Grafting  health  care  changes  into  an  environment  of  profound  structural  change  is  bound 
to  create  some  odd  and  unintended   results  -  both  for  good  and  for  ill. 

In  the  context  of  employee  classification,  we  note  that  some  of  today's  models  related  to  self- 
employment  as  owners  or  independent  contractors  would  be  radically  altered  for  the  future  under  the 
President's  plan.  Two  elements  of  the  plan  are  of  particular  concern  to  our  members,  who  are  all 
self-employed,  whether  they  be  broker-owners  or  independent   contractor  sales  agents. 

The  first  has  to  do  with  businesses  organized  as  so-called  S  Corporations,  i.e., corporations 
organized  in  comportment  with  Subchapter  S  of  Internal  Revenue  Code.  Under  current  law,  income 
is  distributed  to  shareholder-employees  of  S-corps  in  two  foims:  as  salary  or  wages  and  as  distributions 
of  earnings,  or  dividends.  Under  current  law,  the  salary  income  of  a  shareholder-employee  is  subject 
to  Social  Security  tax,  while  the  income  distributed  as  the  earnings  of  the  corporation  is  not  subject 
to  any  employment  tax.  Now,  under  the  Clinton  plan,  the  distribution  or  dividend  income  would  be 
taxable  as  self-employment  income. 

We  object  to  this  change.  It  seems  quite  apparent  that  this  dramatic  change  is  mostly  a 
revenue  raiser,  and  a  back  door  means  of  meeting  the  Administration's  objectives  of  moderating 
employer  subsides.   An  example  illustrates  the  impact  on  shareholders  and  on  the  subsidy. 

B  owns  all  the  shares  and  is  an  employee  and  officer  of  an  S-Corporation  for  which  she 
provides  substantial  personal  services,  and  which  generates  fairly  substantial  earnings.  B  derives  salary 
of  $70,000  from  the  corporation  and  the  corporation  also  distributes  $30,000  as  dividends  to  her. 
Under  current  law,  $70,000  is  subject  to  employment  taxes  of  the  Federal  Insurance  Contributions 
Act  (PICA).  Assuming  that  the  wage  base  for  these  taxes  is  $60,000,  the  total  PICA  tax  liability  for 
all  OASDI  and  HI  taxes  would  be  $9,470(12.4%  x  $60,000 plus  2.9%  x  $70,000).  (Payment  for  this 
amount  would  be  evenly  split  between  the  corporation  and  the  share-holders.)  If  a  7.9  percent 
employer  premium  cap  on  health  insurance  were  in  place  on  this  B's  earnings  of  $70,000,  the 
maximum  employer  premium  to  an  alliance  would  be  $5530.  (7.9%  x  $70,(X)0) 

The  President's  plan  would  change  this  result.  The  OASDI  amotmt  would  remain  unchanged 
(12.4%  X  $60,000  =  $7,440).  The  HI  amount  would  increase  to  $2,900(2.9%  x  $100,000).  and  the 
maximum  employer  premium  would  be  $7,900(7.9%  x  $100,00).  The  chart  below  summarizes  this 
example. 


Example  of  S-Corp 


Current  Law  HR  3600 

Salary  income                            $  70,000  $  70,000 

Dividend  distribution                  30.000  30,000 

Employment  tax  base                 70.000  100.000 

OASDI  tax                                    7,440  7,440 

HI  tax                                          2.030  2.900 

Total  employment  tax                  9.470  10.340 

Thus,  this  proposed  change  has  two  effects.  First,  it  significantly  expands  the  employment  tax 

base,  especially  for  HI,  for  all  owners  of  S-Corps.  Second,  it  reduces  the  government's  or  alliance's 

exposure  for  subsidizing  premiums.   If,  to  continue  the  example  above,  B  has  insurance  premiums  of 
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S6,000.the  employment  tax  rules  of  current  law  would,  in  concen  with  the  proposed  premium  cap, 
reduce  her  premium  to  S5. 530,  for  a  subsidy  of  nearly  $500.  By  contrast,  if  the  proposed  employment 
tax  rules  were  in  effect,  there  would  be  no  subsidy.  We  are  troubled  about  this  change  that  would 
affect  all  self-employed  persons  who  own  service  industry-related  S-Corps,  not  just  real  estate 
professionals.  We  see  this  as  a  back  door  means  of  merely  increasing  the  HI  tax  base  on  service 
companies  in  the  guise  of  a  health  care  reform.  We  believe  that  if  raising  the  tax  base  on  S-Corps 
is  the  true  goal,  then  that  goal  should  be  separately  debated,  so  that  the  policy  goals  and  objectives, 
beyond  revenue,  can  be  explored  by  all  parties. 

In  addition,  we  are  aware  that  some  tax  advisors  do  suggest  to  the  owners  of  S  Corporations 
that  they  state  their  salary  as  a  low  amoum  in  order  to  minimize  employment  tax  liability.  Individuals 
who  engage  in  these  techniques  maybe  short  changing  themselves  in  the  long  run,  of  course,  because 
their  pension  and  social  security  bases  will  be  low.  Nonetheless,  to  the  extent  that  these  techniques 
may  have  become  abusive,  we  urge  the  IRS  to  use  its  existing  enforcement  power.  We  believe  that 
the  changes  contemplated  in  the  proposed  revision  of  S-Corp  employment  tax  practices  should  be 
debated  on  their  merits,  with  abuses  identified  and  policy  goals  clarified.  Otherwise,  we  find  the 
changes  overreaching.  We  believe  thai  distributions  of  earnings  from  an  S-Corp  do  represent,  in 
some  degree,  a  return  of  capital  (whether  financial  or  skill-based  know-how),  and  not  employment 
income.  Thus,  we  believe  that  it  is  inappropriate  to  treat  all  distribution  income  as  employment 
income. 

We  are  also  troubled  by  the  potential  application  of  employment  taxes  to  certain  limited 
partnership  interests.  As  with  the  earnings  of  an  S-Corp  business,  we  believe  that  the  earnings  of 
a  limited  partner  (even  in  the  case  of  a  limited  parmer  who  might  be  treated  as  a  material 
panicipant)  can,  in  many  cases,  be  attributable  to  the  earnings  of  capital,  and  not  as  earnings  solely 
from  services.  Moreover,  we  believe  that  inteijeaing  the  concept  of  material  participation  into  the 
employment  tax  area  is  ill-advised,  and  certain  to  produce  disputes  between  the  IRS  and  taxpayers. 
The  material  participation  rules  were  conceived  in  a  maimer  to  apply  only  to  the  most  sophisticated 
and  wealthy  taxpayers.  Grafting  those  rules  onto  the  employment  tax  regime,  and  thus  making  them 
applicable  to  all  tax  payers,  adds  extraordinary  complexity  and  potentially  can  create  traps  for  the 
unwary.  We  believe  it  would  be  most  ill-advised  at  this  time. 

A  second  major  issue  for  self-employed  persons  will  be  the  changes  many  of  them  will 
encounter  in  the  mere  mechanics  of  obtaining  insurance.  While  NAR  is  still  collecting  information 
about  the  insurance  needs  of  our  monbers,  our  work  to  date  suggests  that  about  half  of  them,  or 
about  300,000  to  325,000  individuals,  obtain  insurance  through  their  spouses.  The  President's  plan 
would  radically  alter  this  arrangement.  Under  H.R.  3600,  it  appears  that  each  working  American 
would  be  required  to  obtain  his  or  her  own  insurance. 

We  have  no  fundamental  criticism  of  this  model,  but  we  do  have  reservations  about  its  work- 
ability. It  addresses  critical  needs  of  portability,  and  should  provide  some  degree  of  protection  for 
families  afflicted  by  divorce  and  similar  sorrows.  We  believe,  however,  that  it  will  interject  significant 
new  complexities  into  family  life,  and  it  appears  to  carry  the  potential  to  create  significant  new 
bureaucracies  for  collection  and  enforcement.    These  aspects  are  troubling  to  our  members. 

It  is  not  our  purpose  here  to  describe  or  comment  extensively  on  the  elaborate  payment  plans 
that  would  extend  to  single  persons,  couples,  single  parents  and  two-parent  families.  What  we  do 
wish  to  point  out  is  that  the  President's  plan  dramatically  changes  the  economic  relationships  inside 
any  family  with  a  self-employed  person  who  currently  obtains  health  insurance  coverage  through  a 
spouse.  It  is  very  difficult  to  trace  the  payment  schemes  that  attempt  to  average  out  costs  and 
expenditures  for  two  -  income  fomilies.  Our  members  are  very  concerned  about  that  difficulty, 
because  they  believe  that  this  degree  of  complexity  is  just  one  indicator  of  an  administrative  morass. 
They  ask  legitimate  questions  that,  as  yet.  have  no  answer.  Most  importantly,  they  want  to  know  if 
the  IRS  will  be  the  collection  agency.  If  the  IRS  is  not  the  collection  and  enforcement  agent  then 
who  will  be  the  health  care  "police"  in  a  mandatory  system?  These  are  not  idle  questions.  Long 
battles  in  the  years  before  Section  3508  taught  our  members  that  the  government  can  be  a  formidable 
foe  on  matters  related  to  employment  and  the  costs  associated  with  any  business.  On  matters  of 
health  care  taxes  or  premiums,  our  members  abhor  the  idea  of  yet  another  bureaucracy,  but  they  wish 
to  keep  a  respeaful  distance  from  the  IRS  enforcer  they  know.  Self-employed  persons  are,  after  all, 
by  nature,  fairly  independent.  Thus,  the  questions  of  intra-family  insurance  payments  and  the 
possibility  of  external  govenmient  enforcement   are  both  of  deep  concern  to  them. 
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Conclusion 

The  National  Association  of  REALTORS  •  wishes  to  reiterate  its  support  for  current  law 
as  it  pertains  to  employee  classification.  We  believe  that  Section  530  has  provided  ample  tools  for 
the  government,  and  that  current  guidelines  have  proven  workable.  We  believe  that  statutory  harbors 
that  treat  real  estate  sales  agents  as  independent  contractors  should  be  preserved  under  Section  3508. 
We  believe  that  to  the  extent  Congress  wishes  to  permit  Treasury  to  re-examine  issues  of  employee 
classification,  authority  should  be  narrowly,  not  broadly,  granted.  Further,  that  authority,  when 
granted,  should  state  parameters  with  precision  to  prevent  overreaching  by  the  IRS. 

We  urge  Congress  to  exercise  great  care  as  it  undertakes  the  far-reaching  changes  it 
contemplates.  We  are  concerned  about  the  impact  of  these  proposals  on  all  self-employed  persons. 
These  workers  are  on  the  front  lines  of  health  care  reform.  The  world  is  changing  rapidly  around 
them.  We  urge  Congress  to  remember  that  these  workers  must  live  by  their  wits  and  their  own 
efforts.  True  health  care  reform  should  make  their  lives  simpler.  True  health  care  reform  should 
eliminate  the  headaches  of  complexity  and  should  keep  the  energy  of  all  workers  doing  business  in 
our  complicated  world  today  focused  on  health  -  the  health  of  their  businesses,  the  health  of  their 
families  and  the  health  of  our  nation. 
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Chairman  Rangel.  Tami  Longaberger  Kaido. 

STATEMENT  OF  TAMI  LONGABERGER  KATOO,  CHAIRMAN  OF 
THE  BOARD  OF  DIRECTORS,  DIRECT  SELLING  ASSOCIATION, 
AND  PRESIDENT,  LONGABERGER  CO.,  DRESDON,  OHIO, 
ACCOMPANIED  BY  NEIL  H.  OFFEN,  PRESIDENT 

Ms.  Kaido,  Good  morning,  Mr.  Chairman. 

My  name  is  Tami  Longaberger  Kaido  and  I  am  president  of  the 
Longaberger  Co.,  a  direct  selHng  company  headquartered  in  Dres- 
den, Ohio.  I  am  appearing  as  the  chairman  of  the  board  of  directors 
of  the  Direct  SelHng  Association.  I  am  accompanied  by  Neil  Offen, 
the  president  of  the  Direct  Selling  Association. 

DSA  is  a  national  trade  association  of  the  direct  selling  industry. 
DSA  represents  more  than  5  million  independent  contractors  in  the 
150  companies  with  which  they  deal.  There  are  virtually  no  bar- 
riers to  entry  in  direct  selling,  precisely  because  of  the  independent 
contractor  status. 

The  overwhelming  majority  of  direct  sellers  operate  on  a  part- 
time  basis.  This  is  an  ideal  way  for  people  with  an  entrepreneurial 
spirit  to  earn  extra  money  without  experience,  without  capital,  and 
without  having  to  make  a  full-time  commitment  to  an  employer, 
something  that  is  very  much  needed  for  very  busy  working  women 
who  want  to  supplement  their  family  income. 

Of  our  more  than  5  million  independent  contractors,  90  percent 
are  women.  The  independent  contractor  status  of  direct  sellers  is 
very  well  established.  Section  3508  of  the  Internal  Revenue  Code 
provides  statutory  rules  treating  direct  sellers  as  independent  con- 
tractors. 

In  addition,  a  special  tax  information  reporting  procedure  is  used 
for  direct  sellers.  These  rules  have  worked  very  effectively  for  Fed- 
eral tax  purposes  for  more  than  a  decade. 

Assistant  Secretary  Samuels  recently  confirmed  to  DSA  that  the 
current  system  for  direct  sellers  is  working  well  and  it  has  pro- 
duced a  good  compliance  record.  He  also  indicated  that  the  current 
statutory  classification  of  direct  sellers  as  independent  contractors 
would  be  preserved  under  the  President's  Health  Security  Act. 

In  our  written  testimony,  we  suggest  several  technical  refine- 
ments to  the  act  to  ease  its  implementation  for  both  the  govern- 
ment and  for  direct  sellers. 

The  unique  characteristics  of  the  Direct  Selling  Association  clear- 
ly warrants  some  form  of  de  minimis  earnings  threshold  for  direct 
sales  people  with  respect  to  the  deemed  employer  premium  im- 
posed on  self-employed  individuals.  This  is  our  principal  concern 
under  the  proposed  act. 

The  majority  of  direct  sellers  sell  less  than  10  hours  per  week. 
There  is  no  set  schedule.  Sales  are  unpredictable,  especially  for  the 
beginner.  Sales  activities  are  often  sporadic,  and  because  of  the 
ease  of  moving  in  and  out  of  the  business,  many  direct  sellers  hav- 
ing short-term  goals,  the  annual  turnover  rate  is  very  high.  The  in- 
dustry on  average  recruits  40,000  independent  contractors  per 
week. 

The  vast  majority  of  direct  sellers  have  traditional  employment 
in  addition  to  their  self-employment  as  independent  contractors  or 
are  married  to  a  spouse  who  is  employed.  Accordingly,  the  vast  ma- 
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jority  of  direct  sellers  would  already  have  employer  premiums  paid 
on  their  behalf  under  the  new  system  by  reason  of  other  employ- 
ment of  themselves  or  of  their  spouses. 

People  should  not  have  to  pay  additionally  for  the  same  coverage 
merely  because  a  nonworking  spouse  has  chosen  to  supplement 
family  income  by  becoming  a  part-time  direct  seller.  This  would  be 
a  tremendous  barrier  to  the  opportunity  to  become  involved  in  di- 
rect selling. 

Accordingly,  DSA  proposes  that  a  de  minimis  earnings  threshold 
of  $5,000  be  applied  for  direct  sellers  with  respect  to  the  deemed 
employer  premium.  If  earnings  were  below  $5,000,  no  deemed  em- 
ployer premium  would  be  due,  no  tax  deduction  or  employer  sub- 
sidy would  be  available. 

If  earnings  rose  above  $5,000,  the  employer  premium  would  be 
due  on  the  entire  amount  of  earnings.  The  de  minimis  threshold 
would  not  apply  to  the  family's  share  of  the  premium.  We  note  that 
in  the  administration's  bill,  there  is  a  de  minimis  exemption  for 
part-time  employees  working  40  hours  per  month  or  less,  and  we 
believe  that  our  proposed  de  minimis  threshold  gives  similar  and 
equitable  treatment  to  part-time  direct  sellers. 

In  addition,  DSA  requests  that  the  Health  Security  Act  be  clari- 
fied so  that  the  quarterly  employer  premium  for  the  self-employed 
be  due  on  a  retrospective  basis.  It  is  not  merely  a  matter  of  having 
the  funds  in  hand  to  make  the  payment.  It  is  a  matter  of  being 
able  to  calculate  the  amount  due  in  light  of  the  sporadic  sales  ac- 
tivities in  our  business. 

And  finally,  DSA  is  working  on  developing  antiabuse  language  to 
address  Treasury's  concern  about  gaming  the  system. 

We  appreciate  this  opportunity  to  express  Direct  Selling  Associa- 
tion's views  and  we  look  forward  to  working  with  the  subcommittee 
and  the  full  committee  to  resolve  these  issues. 

We  also  appreciate  the  cooperation  of  the  Treasury  Department 
in  working  with  us  to  address  our  concerns. 

Chairman  Rangel.  Thank  you. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  TAMI  LONGABERGER  KAIDO 
DIRECT  SELLING  ASSOCIATION 

My  name  is  Tami  Longaberger  Kaido.  I  am  President  of 
The  Longaberger  Company,  a  direct  selling  company  headquartered  in  Dresden, 
Ohio.  I  am  appearing  today  in  my  capacity  as  Chairman  of  the  Board  of  Directors 
of  the  Direct  Selling  Association  (DSA).  1  am  accompanied  by  Neil  H.  Offen,  the 
President  of  DSA,  and  John  S.  Stanton  of  Hogan  &  Hartson,  counsel  to  the 
Association. 

DSA  very  much  appreciates  the  opportunity  to  appear  before  the 
Subcommittee  to  testify  regarding  the  treatment  of  independent  contractors  under 
the  Administration's  Health  Security  Act  (H.R.  3600). 

DSA  is  the  national  trade  association  of  the  direct  seUing  industry. 
DSA  represents  inore  than  five  million  independent  contractor  direct  salespeople 
and  the  150  direct  selling  companies  with  which  they  deal.  We  have  on  average 
over  10,000  direct  salespeople  per  Congressional  district. 


Profile  of  the  Typical  Direct  Seller: 

Part-Time  Sales  Activity  to  Supplement  Family  Income 

Direct  selling  is  a  well-estabhshed  method  for  marketing  products  to 
consumers  directly,  primarily  in  their  homes.  Companies  within  the  industry 
market  a  broad  range  of  consumer  products  and  services,  including  household 
cleaning  products,  cosmetics  and  other  personal  care  products,  jewelry,  cookware 
and  other  housewares,  educational  materials,  household  decorative  products  such 
as  baskets,  home  improvement  products,  food,  and  vitamins. 

Most  direct  seUing  companies  within  our  industry  are  small 
businesses.  Over  99.5  percent  of  the  direct  salespeople  that  market  these 
companies'  products  are  independent  contractors.  Each  of  these  independent 
contractors  in  effect  is  a  micro-small  business. 

Direct  selling  offers  a  broad  opportunity  for  these  individual 
entrepreneurs.  There  are  virtually  no  barriers  to  entry  into  direct  selling  -- 
precisely  because  of  their  status  as  independent  contractors.  It  is  a  field  open  to 
anyone.  There  are  no  demands  that  direct  salespeople  spend  a  given  number  of 
hours  or  adhere  to  any  sort  of  work  schedule.  Simply  stated,  direct  seUing  is  an 
ideal  way  for  people  with  an  entrepreneurial  spirit  to  earn  extra  money  without 
experience,  without  capital,  and  without  having  to  make  a  full-time  commitment  to 
an  employer. 

As  the  result  of  this  ease  of  access  and  flexibiUty  in  work 
arrangements,  direct  selling  has  wide  appeal  among  women  who  have  significant 
family  responsibiUties,  as  well  as  attracting  substantial  numbers  of  minorities,  the 
elderly,  and  handicapped  persons.  Of  our  more  than  5  miUion  independent 
contractor  salespeople  across  the  United  States,  90  percent  are  women.  Some 
12.5  percent  of  direct  salespeople  are  African-Americans,  4.7  percent  are  Hispanics, 
1  percent  are  Asians,  and  .5  percent  are  Native  Americans  or  Alaskan  Natives. 
4.5  percent  are  over  age  65,  and  8  percent  have  disabihties. 

The  overwhelming  majority  of  direct  salespeople  conduct  their  direct 
selUng  activities  on  a  part-time  basis.  89  percent  of  direct  salespeople  spend  less 
than  30  hours  per  week  at  direct  selling,  and  many  do  it  only  for  a  few  weeks  or 
months  per  year.  Some  57  percent  do  direct  seUing  for  less  than  10  hours  per  week. 
Only  6  percent  do  direct  seUing  for  40  hours  per  week  or  more. 

In  the  great  bulk  of  cases,  direct  seUing  serves  as  a  supplement  to 
famUy  income,  with  the  main  household  income  source  coming  from  full-time 
employment  of  the  direct  seUer,  his  or  her  spouse,  or  both.  56  percent  of  aU  direct 
sellers  have  traditional  employment  in  addition  to  their  self-employment  as 


independent  contractor  direct  salespeople.  86  percent  of  direct  sellers  who  are 
married  have  an  employed  spouse.  For  60  percent  of  salespeople,  direct  seUing 
activities  provide  less  than  10  percent  of  household  income.  For  72  percent  of  direct 
salespeople,  direct  selling  produces  less  than  20  percent  of  family  income. 


The  Independent  Contractor  Status  of  Direct  Sellers 
Is  Well-Established  for  Federal  Tax  Purposes 

The  independent  contractor  status  of  direct  sellers  has  long  been 
recognized  for  federal  tax  purposes.  Almost  20  years  ago,  durect  sellers  estabhshed 
themselves  as  independent  contractors  for  tax  purposes  under  the  common  law 
rules  in  the  test  case  of  Aparacor.  Inc.  v.  United  States.  556  F.2d  1004  (Ct.  CI. 
1977).  In  1982,  Congress  adopted  I.R.C.  §  3508  to  "provide  a  statutory  scheme  for 
assuring  the  status  of  .  .direct  sellers  and  real  estate  salespersons  as  independent 
contractors."  (Staff  of  the  Joint  Committee  on  Taxation,  General  Explanation  of  the 
Revenue  Provisions  of  the  Tax  Equitv  and  Fiscal  Responsibihtv  Act  of  1982  (1982), 
382). 

Code  section  3508  estabhshes  three  conditions  in  order  for  a  person  to 
qualify  as  a  "direct  seller"  treated  as  an  independent  contractor  by  statute.  First, 
the  person  must  be  engaged  in  the  business  either  of:  (a)  seUing  consumer  products 
to  any  buyer  on  a  buy-seU  basis,  deposit-commission  basis,  or  similar  basis 
prescribed  by  regulations,  for  resale  (by  the  buyer  or  any  other  person)  in  the  home 
or  otherwise  than  in  a  permanent  retail  estabhshment,  or  (b)  selling  consumer 
products  in  the  home  or  otherwise  than  in  a  permanent  retail  estabhshment. 
Second,  substantially  all  of  the  remuneration  paid  for  the  direct  seUing  services 
must  be  directly  related  to  sales  or  output,  rather  than  to  the  number  of  hours 
worked.  Third,  the  direct  selling  must  be  performed  pursuant  to  a  written  contract 
between  the  direct  salesperson  and  the  direct  seUing  company,  and  the  contract 
must  provide  that  the  direct  salesperson  wUl  not  be  treated  as  an  employee  of  the 
company  for  federal  tax  purposes. 

As  part  of  this  statutory  classification  of  direct  seUers  as  independent 
contractors  for  tax  purposes.  Congress  also  adopted  a  special  tax  information 
reporting  system  for  direct  salespersons.  See  I.R.C.  §  6041A(b).  Under  this  special 
direct  seUer  information  reporting  system,  each  direct  seUing  company  that  seUs 
$5,000  or  more  of  consumer  products  to  a  direct  salesperson  on  a  buy-seU  or  deposit 
commission  for  resale  must  indicate  so  on  a  special  direct  seUer  box  on  the  I.R.S. 
Form  1099-MISC,  which  is  then  filed  with  the  Revenue  Service  and  sent  to  the 
direct  salesperson.  This  information  fihng  requirement  also  apphes  to  an  "up-line" 
distributor  in  a  multi-level  direct  seUing  arrangement  who  is  re-selling  to  other 
direct  salespeople  down  the  line.  In  addition,  the  Form  1099-MISC  is  used  to  report 
the  payment  of  commissions,  bonuses,  and  awards  to  direct  salespeople.  The  direct 
salesperson  is  required  to  provide  his  or  her  taxpayer  identification  number  to  the 
direct  seUing  company  as  part  of  this  process. 

This  statutor>'  treatment  of  direct  seUers  as  independent  contractors 
and  thp  spppial  Hirent  spUer  tax  information  reporting  procedure  constitute  a  clear 
and  weU-estabUshed  system  that  has  worked  effectively  for  federal  tax  purposes  for 
more  than  a  decade  and  has  achieved  an  extremely  high  rate  of  tax  compUance  for 
the  direct  seUing  industry. 


Preserving  Independent  Contractor  Status  for  Direct  Sellers 
Under  the  Administration's  Health  Security  Act 

In  a  recent  meeting  with  DSA  representatives  regarding  the 
Administration's  Health  Security  Act,  Assistant  Secretary  of  the  Treasury  Samuels 
and  a  senior  representative  of  the  Commissioner  of  Internal  Revenue  confirmed 
that  the  current  statutory  arrangement  for  direct  sellers  under  Code  section  3508  is 
working  well  and  has  produced  a  good  comphance  record.  Assistant  Secretary 
Samuels  indicated  that  Treasury  is  satisfied  with  the  effectiveness  of  the  current 
statutory  arrangement  for  direct  sellers.  He  further  stated  the  present  statutory 
classification  of  direct  sellers  as  independent  contractors  would  be  preserved  under 
the  Administration's  Health  Security  Act. 

Accordingly,  the  current  statutory  classification  of  direct  sellers  as 
independent  contractors  under  Code  section  3508  has  been  preserved  under  the 
Health  Security  Act,  which  employs  the  same  classification  rules  for  employment 
tax  purposes  and  health  care  purposes.  (H.R.  3600,  sec.  7301(a)). 


Implementation  Issues  for  Direct  Sellers 
Under  the  Health  Security  Act 

Under  the  approach  of  the  Administration's  Health  Security  Act,  a  self- 
employed  individual  is  deemed  to  be  his  or  her  own  employer  and  to  pay  wages  to 
himself  or  herself  equal  to  the  amount  of  net  earnings  from  self-employment. 
(H.R.  3600,  sec.  6126(a)).  The  self-employed  individual  thus  is  responsible  both  for 
the  80  percent  employer  share  of  the  health  coverage  premium  and  the  20  percent 
family  share  of  the  premium.  Where  the  self-employed  individual  has  other 
employment,  the  amount  of  the  deemed  employer  premium  due  in  respect  of  the 
self-employment  is  reduced  by  the  amount  of  employer  premiums  payable  in  respect 
of  such  other  employment.  (Sec.  6126(b)). 

Payment  of  this  deemed  employer  premium  by  the  self-employed 
person  is  to  be  made  not  less  than  quarterly  under  a  special  rule  in  the  Act. 
(Sec.  1345(c)(1)).  However,  the  proposed  statutory  language  does  not  expUcitly 
state  whether  such  deemed  employer  premium  is  payable  prospectively  for  the 
subsequent  quarter  or  retrospectively  for  the  preceding  quarter.  The  family  share 
of  the  premium  is  to  be  withheld  fi-om  wages  where  the  famUy  has  at  least  one 
qualifying  employee  and  otherwise  is  payable  at  least  monthly  on  a  prospective 
basis. 

In  implementing  these  rides  as  self-employed  independent  contractors, 
direct  salespeople  face  a  number  of  technical  issues  which  must  be  addressed  in  any 
version  of  the  health  care  legislation  containing  some  form  of  employer  mandate. 

1.         De  minimis  threshold  for  direct  sellers 

The  unique  characteristics  of  the  direct  seUing  industry  clearly  require 
some  form  of  modest  de  minimis  earnines  threshold  for  direct  sales  people  with 
respect  to  the  deemed  employer  premium.  Such  a  de  minimis  threshold  would  serve 
the  administrative  ease  and  fiscal  interest  of  the  regional  aUiances  and  the  federal 
government,  as  well  as  removing  an  administrative  burden  fi-om  the  direct  seller. 

As  described  above,  precisely  because  direct  selhng  has  no  barriers  to 
entry  and  requires  no  initial  capital,  there  is  a  continuous  flow  of  new  recruits 
without  substantial  financial  resources  to  invest  in  their  new  business.  To  impose 
an  immediate  habihty  on  such  recruit  for  the  deemed  employer  premium  would  be 
an  intolerable  cost  bxirden. 
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In  addition,  by  its  very  nature,  direct  selling  is  a  part-time  business 
activity  for  the  great  bulk  of  the  direct  salespeople,  undertaken  to  supplement  the 
principal  household  income  source.  The  majority  spend  less  than  10  hours  per  week 
at  direct  selling.  There  is  no  set  schedule.  Sales  are  unpredictable,  especially  for 
the  beginner.  In  many  cases,  sales  activities  are  sporadic,  undertaken  to  help  with 
family  bills,  earn  something  extra  for  holidays,  help  with  back-to-school  clothing 
purchases,  or  to  replace  a  worn-out  home  appliance. 

Because  of  the  ease  of  moving  in  and  out  of  the  business,  there  is  a 
high  turnover  rate  among  direct  salespeople  --  an  annual  turnover  rate  for  the 
industry  in  excess  of  100  percent.  Thus,  at  any  given  moment,  there  may  be  two 
million  direct  salespeople  actually  selling,  but  during  the  course  of  the  year  over 
five  million  direct  salespeople  wiU  have  been  active.  Direct  seUing  companies 
recruit  over  forty  thousand  (40,000)  independent  contractor  direct  salespeople  every 
week. 

Moreover,  the  majority  of  direct  sellers  have  a  traditional  employment 
job  in  addition  to  their  self-employment  as  an  independent  contractor.  The  great 
bvdk  of  the  remaining  direct  sellers  who  are  without  other  employment  are  married 
to  a  spouse  who  is  employed.  Accordingly,  under  the  contemplated  employer 
mandate  regime  of  the  Health  Security  Act,  the  great  bulk  of  direct  sellers  already 
would  have  employer  premiums  paid  on  their  behalf  by  reason  of  other  employment 
of  themselves  or  their  spouse. 

It  would  be  a  very  serious  impediment  to  the  recruiting  that  is  so 
crucial  to  the  health  and  growth  of  the  direct  selling  industry  if  a  non-working 
spouse  already  receiving  health  coverage  funded  through  his  or  her  spouse's 
employment  were  to  face  the  cost  of  paying  for  that  coverage  a  second  time,  merely 
because  he  or  she  is  entering  the  direct  seUing  business  to  supplement,  on  a  part- 
time  basis,  family  income.  We  should  note  that  for  those  already  earning 
substantial  net  income  from  direct  seUing  careers,  we  do  not  oppose  their  paying  the 
deemed  employer  premium  appUcable  to  self-employed  persons. 

For  all  of  these  reasons,  a  modest  de  minimis  threshold  for  direct 
salespeople  based  on  earnings  would  greatly  simplify  the  application  of  the 
Administration's  proposed  health  care  regime  to  direct  sellers.  Such  a  de  minimis 
threshold  would  reheve  both  the  regional  alhance  and  the  direct  salesperson  of  the 
administrative  and  cost  burdens  of  the  new  rules  in  the  case  of  beginning  recruits, 
very  modest  sales,  sporadic  sales  activity,  and  direct  sellers  who  do  not  stay  in  the 
business  for  long  --  keeping  in  mind  particularly  that  in  the  great  bulk  of  cases 
direct  selling  activity  is  undertaken  on  a  part-time  basis  as  a  supplement  to  regular 
full-time  employment  of  that  person  or  his  or  her  spouse. 

The  regional  alliance  would  be  reUeved  of  the  administrative 
burden  of  tracking  these  sporadic  and  low  level  business  activities,  particularly 
when  the  deemed  employer  premium  levels  would  be  very  nominal  under  the 
Administration's  proposed  cap  for  small  businesses  with  very  modest  earnings. 
There  would  be  no  need  for  a  subsidv  -  federal  or  otherwise  --  with  resoect  to  the 
deemed  employer  premium  in  cases  where  the  de  minimis  earnings  threshold 
applied. 

The  Administration  already  has  embraced  such  a  de  minimis 
employment  concept  in  the  Health  Security  Act  by  excluding  from  the  category  of 
qualifying  employee  for  purposes  of  the  employer  premium  requirement  those 
working  less  than  40  hours  per  month.  (Sec.  1901(b)(2)(A)(ii)).  We  think  our 
proposed  de  minimis  threshold  gives  similar  equitable  treatment  to  part-time  direct 
salespeople. 


311 


Accordingly,  DSA  proposes  that  in  light  of  all  of  these  unique 
characteristics  of  the  direct  seUing  industry,  a  de  minimis  earnings  threshold  of 
$5,000  be  applied  for  direct  sellers  with  respect  to  the  deemed  employer  premium 
obhgation  imposed  under  section  6126  of  the  Health  Security  Act.  Under  this 
approach,  no  deemed  employer  premium  would  be  collected  until  the  direct 
salesperson's  net  earnings  from  self-employment  as  a  direct  seller  exceeded  $5,000 
for  the  year.  If  net  earnings  did  not  exceed  $5,000  for  the  year,  no  deemed  employer 
premium  would  be  due.  If  net  earnings  from  direct  selling  rose  above  $5,000  during 
the  year,  the  employer  premium  would  be  calculated  with  respect  to  the  full  amount 
of  the  person's  net  earnings  from  direct  selling,  including  the  initial  $5,000  amount. 
Similarly,  the  proposed  100  percent  tax  deduction  for  health  insurance  premiums  of 
the  self-employed  would  not  be  allowable  with  respect  to  any  portion  of  the 
premium  if  net  earnings  from  direct  selling  failed  to  exceed  the  $5,000  de  minimis 
threshold  for  the  year.  With  respect  to  the  family  share  of  the  premium,  the  entire 
amount  of  earnings  from  direct  selling  would  be  taken  into  account  in  determining 
household  income  for  purposes  of  the  family  premium,  even  if  such  earnings  did  not 
exceed  the  de  minimis  threshold. 

2.  Retrospective  premium  payments  on 
earnings  above  the  de  minimis  threshold 

As  noted  above,  the  Health  Security  Act  does  recognize  the 
unpredictabihty  and  unevenness  of  the  revenues  earned  by  the  self-employed  in 
permitting  the  deemed  employer  premium  to  be  paid  on  a  quarterly  basis. 
However,  the  Act  does  not  clearly  state  whether  such  premium  payments  are  to  be 
prospective  or  retrospective. 

DSA  strongly  urges  that  the  Act  -  or  any  variation  thereof  utilizing 
this  deemed  employer  concept  for  the  self-employed  --  be  clarified  to  provide  that 
payments  of  the  deemed  employer  premium  by  the  self-employed  are  to  be  made 
quarterly  on  a  retrospective  basis.  It  is  not  merely  a  matter  of  having  the  revenues 
in  hand  by  which  to  fund  the  premium  payment.  It  is  a  matter  of  calculating  the 
amount  of  the  deemed  employer  premium  in  the  first  instance.  Particularly  in  Ught 
of  the  sporadic  sales  activity  in  the  direct  selling  industry,  it  could  be  very  difficult 
to  predict  three  months  in  advance  the  amount  of  sales  and  expenses  and  hence  the 
amount  of  employer  premium  that  would  be  due  in  accordance  with  the  employer 
premium  caps  which  look  to  net  earnings  in  the  case  of  the  self-employed.  This 
retrospective  payment  issue  may  extend  beyond  direct  sellers  to  affect  the  self- 
employed  more  generally. 

3.  Credit  for  other  employment 

As  noted  above,  the  Health  Security  Act  would  provide  a  self-employed 
person  facing  the  deemed  employer  premium  with  respect  to  his  or  her  self- 
employment  earnings  with  a  credit  equal  to  the  amount  of  employer  premium 
payable  in  respect  of  other  employment  of  that  person.  (Sec.  6126(b)).  DSA 
strongly  endorses  the  need  for  such  a  credit  mechanism  to  ensure  that  a  person  who 
a\rf>aAy  Vin«  prnnlnypr  nrpiniijrn.';  paid  on  his  nr  her  behalf  hv  rea.non  of  a  traditional 
employment  job  is  not  forced  to  pay  for  that  coverage  a  second  time  merely  by 
taking  up  secondary,  part-time  self-employment. 

DSA  would  like  to  raise  an  important  technical  issue  under  this  credit 
mechanism,  which  should  be  addressed  in  the  legislation.  The  Act  presently 
provides  that  the  amount  of  deemed  employer  premium  of  a  self-employed 
individual  "payable  in  a  year"  is  reduced  by  the  amount  of  employer  premiums 
payable  in  respect  of  other  employment  "in  the  year".  Where,  as  in  the  case  of 
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direct  selling,  the  self-employment  would  be  occurring  concurrently  with  the  other 
employment  giving  rise  to  the  credit,  how  is  the  credit  to  be  implemented? 

Waiting  until  the  end  of  the  year  to  apply  the  credit  would  result  in 
double  payments  and  the  administrative  burden  to  the  regional  alliance  of  refunds, 
as  well  as  the  significant  financial  burden  on  the  self-employed  person.  The  more 
desirable  approach  would  apply  the  credit  against  self-employment  Habihty 
contemporaneously.  That  is,  assuming  that  the  suggested  quarterly  retrospective 
approach  is  adopted  for  the  deemed  employer  premium,  the  amount  of  such 
premium  due  would  be  reduced  by  the  amount  of  other  employer  premiums  paid  on 
behalf  of  the  individual  by  another  employer  during  that  quarter. 


Conclusion 

In  closing,  let  me  reiterate  DSA's  strong  willingness  to  work  closely 
with  the  Committee  and  the  Administration  to  develop  effective  and  workable  anti- 
abuse  rules  to  address  concerns  regarding  the  employee  classification  issue.  We 
have  appreciated  the  cooperation  of  the  Treasury  Department  in  working  with  us  to 
address  our  concerns  under  the  Act. 

We  strongly  urge  the  Committee  to  include  in  its  health  care 
legislation  the  several  technical  suggestions  outlined  above.  The  inclusion  of  a 
$5,000  de  minimis  earnings  exception  for  direct  sellers  is  particularly  crucial  to  us, 
as  well  as  serving  the  interests  of  removing  administrative  and  subsidy  burdens 
from  the  regional  alliance  and  the  federal  government. 

Thank  you  for  the  opportunity  to  present  these  views  to  the 
Subcommittee. 
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Chairman  Rangel.  Mr.  Herr,  Construction  Financial  Manage- 
ment. 

STATEMENT  OF  GERARD  J.  HERR,  ASSISTANT  TREASURER, 
BRYN  AWEL  CORP.,  BALTIMORE,  MD.,  ON  BEHALF  OF  THE 
CONSTRUCTION  FINANCIAL  MANAGEMENT  ASSOCIATION 

Mr.  Here.  Good  afternoon,  Mr.  Chairman.  My  name  is  Gerard  J. 
Herr,  and  I  am  a  certified  pubHc  accountant  and  the  assistant 
treasurer  of  the  Bryn  Awel  Corp.,  an  asphalt  manufacturer  and 
highway  construction  firm. 

Bryn  Awel  is  located  in  Baltimore,  Md.,  where  we  operate  as  a 
general  contractor  as  well  as  a  subcontractor  on  both  public  and 
private  work.  I  am  also  vice  chairman  of  the  Washington  Interest 
Program  of  the  Construction  Financial  Management  Association 
[CFMA],  and  it  is  in  this  capacity  that  I  am  before  you  today.  The 
CFMA  was  established  in  1981  and  represents  more  than  5,000  fi- 
nancial managers  in  the  construction  business. 

On  behalf  of  CFMA,  I  would  like  to  thank  you  for  the  oppor- 
tunity to  testify  on  the  independent  contractor  issue,  an  issue  im- 
portant not  only  to  our  members,  but  to  the  entire  construction  in- 
dustry. Construction  accounts  for  almost  8  percent  of  the  GNP  and 
employs  close  to  5  percent  of  the  entire  work  force.  Construction, 
therefore,  represents  one  of  the  main  sources  of  future  economic 
growth  and  reflects  the  health  of  the  national  economy  as  a  whole. 

It  is  important  to  note  that  since  1990,  750,000  jobs  have  been 
lost  within  the  industry,  representing  more  than  10  percent  of  the 
entire  work  force.  Each  construction  project  involves  an  amalgama- 
tion of  independent  economic  entities.  They  come  together  under 
unique  and  complex  legal  arrangements  for  a  specific  job  and  then 
disburse.  These  entities  are  a  combination  of  corporations,  partner- 
ships, sole  proprietors,  who  join  together  as  general  contractor,  sub- 
contractors, first-tier  and  second-tier  subcontractors  and  suppliers 
and  vendors.  For  example,  a  typical  industrial  building  project 
might  involve  a  general  contractor  with  between  15  to  20  sub- 
contractors. 

They  specialize  in  excavating,  foundation  work,  structural  steel 
erection,  floor  laying,  mechanical,  electrical,  drywall,  carpentry,  et 
cetera.  An  example  of  a  first-tier,  second-tier  subcontractor  rela- 
tionship would  be  the  mechanical  subcontractor  who  subcontracts 
out  to  a  plumber  to  do  the  underground  piping  for  electrical  wiring. 

It  is  important  to  note  that  these  specialty  trade  subcontractors 
are  independent  contractors  hired  on  a  project-by-project  basis  for 
short  durations  and  certain  limited  assignments.  They  also  work 
multiple  jobs  simultaneously  with  different  general  contractors. 

Furthermore,  because  of  the  unique  nature  of  construction  work, 
each  project  involves  a  different  mix  of  participants  whose  methods 
of  operation  vary.  For  example,  a  general  contractor's  involvement 
in  a  project  can  range  from  an  overall  administrative  role  to  con- 
trolling all  details  of  the  job. 

Some  entities  may  operate  at  the  construction  site.  Others  may 
be  offsite.  Construction  work  is  usually  incremental  so  that  various 
aspects  of  the  job  are  done  by  different  entities  at  different  times. 
Also,  the  same  entity  may  be  on  the  jobsite  at  different  times  with 
significant  time  gaps  in  between.  The  contracts  involved  may  be 


314 

fixed  fee,  lump  sum,  cost  plus  time  and  material  or  labor  only 
agreements. 

CFMA  opposes  giving  the  IRS  statutory  authority  to  modify  the 
rules  of  classifying  workers  not  only  for  health  care  purposes,  but 
for  all  employment  and  income  tax  purposes.  Congress  has  had  the 
sole  authority  to  govern  the  classification  of  workers  since  1978  be- 
cause of  the  controversies  that  developed  between  the  business 
community  and  the  IRS  over  the  independent  contractor  issue. 

If  this  provision  is  enacted,  it  would  constitute  a  major  shift  in 
power  from  Congress  to  the  IRS,  and  a  dramatic  change  in  congres- 
sional policy  on  the  independent  contractor  issue.  CFMA  believes 
it  would  be  a  serious  error  to  give  the  IRS  such  sweeping  authority 
to  determine  who  is  and  who  is  not  an  employee,  thereby  reversing 
the  prohibition  on  regulatory  action  originally  and  intentionally  im- 
posed by  Congress  on  the  IRS. 

Another  major  component  of  President  Clinton's  health  care  plan 
is  the  repeal  of  section  530  safe  harbor  relief  based  upon  longstand- 
ing industry  practices.  As  I  have  just  described,  the  construction  in- 
dustry has  long  relied  on  contractor-subcontractor  and  subcontrac- 
tor-subcontractor relationships.  It  must  continue  to  rely  on  these 
relationships  because  the  requirements  of  each  particular  project 
differ  so  dramatically  as  to  the  scope  of  work  to  be  performed,  the 
degree  of  skills  needed,  the  number  of  disciplines  to  be  engaged 
and  the  human  resources  to  be  allocated.  Therefore,  general  con- 
tractors cannot  afford  to  hire  the  number  and  variety  of  trade  spe- 
cialists they  need  as  full-time  or  even  part-time  employees. 

Construction  work  by  its  very  nature  is  cyclical,  unpredictable, 
intermittent  and  nonrepetitive.  If  section  530  industry  practice  safe 
harbor  relief  is  not  available  to  the  construction  industry,  the  IRS 
could  attempt  to  recharacterize  legitimate  independent  contractors 
as  employees,  clearly  producing  disruption  and  turmoil  in  the  in- 
dustry. And  over  time  the  rules  promulgated  by  the  IRS  will  be- 
come subjective  at  the  agent  level  with  the  end  result  of  inconsist- 
ent applications  throughout  the  country. 

CFMA  contends  that  the  majority  of  construction  contractors  use 
legitimate  independent  contractors  for  legitimate  economic  reasons. 
If  the  new  rules  on  worker  classification  are  allowed  to  apply  be- 
yond the  scope  of  health  care,  they  will  affect  tax  provisions  wher- 
ever worker  status  as  an  employee  or  independent  contractor  is  rel- 
evant. 

Such  a  company  would  have  a  profoundly  negative  impact  on  the 
construction  industry.  It  would  affect  all  subcontractors  and  trade 
specialists  and  their  employees  could  become  the  employees  of  gen- 
eral contractors. 

CFMA  strongly  opposes  using  health  care  reform  as  a  vehicle  for 
addressing  these  complex  worker  classification  issues,  particularly 
if  the  new  changes  also  apply  to  Federal  income  and  employment 
taxes.  CFMA  contends  that  many  of  the  problems  in  classifying 
workers  simply  do  not  lend  themselves  to  an  easy  solution  and  that 
a  better  approach  would  be  to  improve  IRS  enforcement  of  current 
law. 

Chairman  Rangel.  We  have  your  proposal. 

Your  time  is  expired,  but  we  have  the  proposals  that  you  have. 

[The  prepared  statement  follows:] 


315 


Testimony  of  Gerard  J.  Heir 

Assistant  Treasurer,  Bryn  Awei  Corporation 

Representing  the  Construction  Financial  Management  Association 

before  the  Subcommittee  on  Select  Revenue  Measures 

Committee  on  Ways  and  Means 

U.S.  House  of  Representatives 

February  9,  1994 

Good  afternoon.  My  name  is  Gerard  J.  Herr  and  I  am  a  C.P.A.  and  the  Assistant  Treasurer  of 
the  Eryn  Awel  Corporation,  an  asphalt  manufacturer  and  highway  construction  firm  with  annual 
revenues  in  excess  of  $50  million.  Bryn  Awel  is  located  in  Baltimore,  Maryland  and  we  build 
projects  in  Maryland,  Washington,  D.C.  and  Northern  Virginia.  We  operate  as  a  general 
contractor,  as  well  as  a  subcontractor,  on  both  private  and  public  work. 

I  am  also  Vice  Chairman  of  the  Washington  Interest  Program  Committee  of  the  Construction 
Financial  Management  Association  and  it  is  in  this  capacity  that  I  am  before  you  today. 

The  Construction  Financial  Management  Association  (CFMA)  was  established  in  1981  and 
represents  more  than  5,000  financial  managers  in  the  construction  business.  CFMA  members  are 
employed  by  over  2,000  construction  companies  across  the  U.S.,  more  than  one-third  of  which 
have  gross  annual  revenues  ranging  from  $25  -  $99  million.  On  behalf  of  CFMA,  I  would  like 
to  tiiank  you  for  the  opportunity  to  testify  on  the  independent  contractor  issue  -  an  issue 
important  not  only  to  our  members,  but  to  the  entire  construction  industiy. 

We  understand  that  Congress  faces  a  monumental  task  in  reviewing  the  numerous  and  complex 
proposals  contained  within  President  Clinton's  "Health  Security  Act."  We  know  that  you  will 
scrutinize  these  proposals  very  carefully  and  encourage  you  to  consider  the  economic 
contributions  and  unique  requirements  of  the  construction  industry  as  you  evaluate  the 
independent  contractor  provisions  of  this  bill. 

THE  CONSTRUCTION  INDUSTRY  AND  THE  U.S.  ECONOMY 

Construction  accounts  for  almost  8  percent  of  the  entire  gross  national  product  and  employs  close 
to  5%  of  the  entire  workforce.  Construction,  therefore,  is  one  of  the  major  driving  forces  behind 
the  economy.  It  represents  one  of  the  main  sources  of  future  economic  growth  and  reflects  die 
health  of  the  national  economy  as  a  whole.  (It  is  important  to  note  that  since  1990,  750,000  jobs 
have  been  lost  within  the  indusny,  representing  more  than  10  percent  of  the  entire  workforce.) 


HOW  THE  CONSTRUCTION  INDUSTRY  REALLY  WORKS 

The  Organizational  Structure 

Each  construction  project  involves  an  amalgamation  of  independent  economic  entities  that  come 
together  under  unique  and  complex  legal  arrangements  for  a  specific  job  and  then  disperse. 

These  entities  are  a  combination  of  corporations,  partnerships,  and  sole  proprietors  who  join 

together  as: 

*  general  contractor, 

*  subcontractors, 

*  first-tier  subcontractors/second-tier  subcontractors,  and 

*  suppliers/vendors. 

For  example,  a  typical  industrial  building  project  might  involve  a  general  contractor  with  between 
15-20  subcontractors  specializing  in  excavating  and  foundation  work,  structural  steel  erection, 
floor  laying,  mechanical/electrical/heating  work,  plumbing,  drywalling,  carpentry,  roofing  and 
sheet  metal  work,  concrete  work,  plumbing,  paving,  etc.     An  example  of  a  first-tier/second-tier 
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subcontractor  relationship  would  be  the  mechanical  subcontractor  who  subcontracts  out  to  a 
plumber  to  do  the  underground  piping  for  the  electrical  wiring. 

It  is  important  to  note  that  these  specialty  trade  subcontractors  are  independent  contractors,  hired 
on  a  project-by-project  basis  for  short  durations  and  certain  limited  assignments;  they  also  work 
multiple  jobs  simultaneously  with  different  general  contractors. 

To  further  complicate  the  situation  -  owners,  architects,  construction  managers,  and  consultants 
may  also  be  involved  in  the  direction  and  coordination  of  activities  on  a  jobsite,  including  the 
selection  of  subcontractors.  Further,  there  are  occasions  when  more  than  one  prime  contract  is 
being  executed  at  a  site  with  cross  utilization  of  subcontractors  between  and  among  general 
contractors,  owners,  and  others. 

The  Project  Structure 

Because  of  the  unique  nature  of  construction  work,  each  project  involves  a  different  mix  of 
participants  whose  methods  of  operation  vary.   For  example: 

*  A  general  contractor's  involvement  in  a  project  can  range  from  an 
overall  administrative  role  to  controlling  all  details  of  the  job. 

*  Some  entities  may  operate  at  the  construction  site,  others  may  be  off- site. 

*  Construction  work  is  usually  incremental  so  that  various  aspects  of 
the  job  are  done  by  different  entities  at  different  times;  also,  the 
same  entity  may  be  on  the  jobsite  at  different  times,  with 
significant  time  gaps  in  between. 

*  The  contracts  involved  may  be  fixed-fee,  lump-sum,  cost-plus,  time  and  material, 
or  labor-only  agreements. 

PRESIDENT  CLINTON'S  "HEALTH  CARE  ACT" 

President  Clinton's  health  care  bill  would  hit  the  construction  industry  broadside  on  three  fronts. 
First,  it  would  require  the  IRS  to  define  who  is  an  employee  and  who  is  an  independent 
contractor.  Second,  this  bill  would  eliminate  the  section  530  "safe  harbor"  as  it  relates  to  long- 
standing industry  practice,  thus  forcing  radical  changes  in  the  way  the  construction  industry 
operates.  Third,  the  scope  of  the  new  rules  governing  the  classification  of  workers  would  also 
extend  to  federal  income  and  employment  taxes. 

CONGRESS  SHOULD  DECIDE 

CFMA  opposes  giving  the  IRS  statutory  authority  to  modify  die  rules  on  classifying  workers,  not 
only  for  health  care  purposes,  but  for  all  employment/income  tax  purposes. 

Congress  has  had  the  sole  authority  to  govern  the  classification  of  workers  since  1978  because 
of  the  controversies  that  developed  between  the  business  community  and  the  IRS  over  the 
independent  contractor  issue.  If  this  provision  is  enacted,  it  would  constitute  a  major  shift  in 
power  from  Congress  to  the  IRS  and  a  dramatic  change  in  congressional  policy  on  the 
independent  contractor  issue. 

CFMA  believes  it  would  be  a  serious  error  to  give  the  IRS  such  sweeping  authority  to  determine 
who  is  and  who  is  not  an  employee,  thereby  reversing  the  prohibition  on  regulatory  action 
originally  and  intentionally  imposed  by  Congress  on  the  IRS. 

(However,  should  this  provision  become  law,  CFMA  recommends  that  the  legislation  include  an 
amnesty  provision  covering  those  who  complied  with  section  530  prior  to  the  new  law.) 
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BACKGROUND  ON  SECTION  530 

Congress  adopted  section  530  of  the  Revenue  Act  of  1978  because  the  rules  on  the  classification 
of  workers  as  "employees"  or  "independent  contractors"  were  imprecise  and  because  increased 
numbers  of  employment  tax  audits  lead  to  increased  controversies  between  the  IRS  and  the 
business  community.  Section  530  was  a  stopgap  measure  to  give  Congress  time  to  produce  a 
permanent  solution  to  the  complexity  of  the  independent  contractor  issue  and  to  reduce  the  level 
of  controversy.  Congress  has  made  some  progress  on  the  issue,  but  Congress  has  also  learned 
the  lesson  learned  earlier  by  the  business  community  and  the  IRS:  this  is  a  hard  problem  to 
solve. 

Congress  acted  on  the  issue  in  1982.  Statutory  standards  were  adopted  for  two  types  of  workers: 
direct  sellers  and  real  estate  agents.  (If  these  standards  are  met,  these  workers  are  treated  as 
independent  contractors.)  But  Congress  also  decided  -  as  part  of  the  same  1982  legislation  -  to 
extend  section  530  for  everyone  else.  Clearly  the  decision  was  to  simplify  and  clarify  the  law 
where  possible  and  to  leave  everyone  else  as  is.  Congressional  actions  in  1978  and  in  1982 
clearly  indicate  that  section  530  was  intended  to  help  taxpayers. 

RETAIN  SECTION  530  "SAFE  HARBOR"  RELIEF 

Another  major  component  of  the  President  Clinton's  health  care  plan  is  the  repeal  of  section  530 
"safe  harbor"  relief  based  upon  long-standing  industry  practices. 

As  I  have  just  described,  die  construction  industry  has  long  relied  on  contractor/subcontractor 
and  subcontractor/subcontractor  relationships.  It  must  continue  to  rely  on  these  relationships 
because: 

*  The  requirements  of  each  particular  project  differ  so  dramatically  as  to  the  scope 
of  work  to  be  performed,  the  degree  of  skills  needed,  the  number  of  disciplines 
to  be  engaged,  and  the  human  resources  to  be  allocated. 

*  Therefore,  general  contractors  cannot  afford  to  hire  the  number  and  variety  of 
trade  specialists  they  need  as  full-time  (or  even  part-time)  employees. 

*  Construction  work,  by  its  very  nature,  is  cyclical,  unpredictable,  intermittent, 
and  non-repetitive. 

The  Worst  Case 

If  section  530  "safe  harbor"  relief  is  not  available  to  the  construction  industry,  the  IRS  could 
attempt  to  recharacterize  legitimate  independent  contractors  as  employees,  clearly  producing 
disruption  and  turmoil  in  the  industry.  And,  over  time,  the  rules  promulgated  by  the  IRS  could 
become  subjective  at  the  agent  level,   with  the  end  result  of  inconsistent  applications 

throughout  the  country. 

Several  examples  of  subcontractor  situations  that  could  be  misconstrued  by  IRS  agents  as 
employer-employee  relationships  are: 

*  "Punch  list"  clean-up  where  many  miscellaneous  corrections  are  required  in  the 
work. 

*  Contracts  which  include  "installation  only"  with  materials  supplied  separately  to 
the  subcontractor  -  e.g.,  using  an  HVAC  subcontractor  to  install  a  central  air 
conditioning  system. 

*  Remodeling  work  where  hidden  site  conditions  are  unknown  and,  therefore,  the 
extent  of  the  work  is  not  determined  in  advance. 
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CFMA's  experience  indicates  that  repealing  the  section  530  industry  practices  "safe  harbor"  is 
the  wrong  approach  because  eliminating  this  provision  will  not  affect  most  instances  of 
misclassification.  In  fact,  it  would  have  the  perverse  effect  of  removing  a  safe  harbor  that 
protects  firms  also  making  good  faith  efforts  to  comply  with  the  20  factor  test 

CFMA  recognizes  that  the  20  common  law  factors  determining  the  classification  of  workers  are 
unclear  and  can  lead  to  unintentional  misclassification.  CFMA  also  recognizes  that  there  are 
abuses  in  the  system,  but  does  not  believe  that  these  abuses  are  so  widespread  that  the  entire 
working  structure  of  the  industry  needs  to  be  dismanded.  CFMA  contends  that  the  majority 
of  construction  contractors  use  legitimate  independent  contractors  for  legitimate  economic 
reasons. 

The  Twenty  Factors  Test 

Section  530  was  enacted  16  years  ago  because  the  rules  for  classifying  a  worker  as  an  employee 
or  as  an  independent  contractor  are  confusing  and  subjective.  Those  rules  basically  require 
considering  20  factors  developed  by  the  IRS  from  court  decisions  which  determine  if  a  worker 
is  controlled  by  an  employer. 

We  thought  it  may  be  helpful  for  the  Committee  to  see  how  these  20  factors  -  in  the  absence  of 
the  section  530  industry  practices  "safe  harbor"  -  might  be  used  to  recharacterize  a  traditional 
contractor/subcontractor  relationship  as  an  employer-employee  relationship.  Not  all  of  the  20 
factors  have  to  be  met  to  find  the  employer-employee  relationship,  so  contractors  will  be  faced 
with  the  possibility  of  having  to  continually  defend  doing  business  with  subcontractors. 

Examples  of  how  the  20  factors  could  be  interpreted  by  IRS  to  question  the  existence  of 
subcontractor  relationships  and  to  find  an  employer-employee  relationship  are  as  follows: 

1.  Instructions  -  The  general  contractor  has  the  overall  responsibility  for  safety  and 
management  of  the  jobsite  and  will  direct  subcontractors  re:  when  they  can  work  and  the 
safety  rules  to  be  followed  on  the  project. 

2.  Training  -  Certain  work  may  be  very  technical  or  compUcated,  which  could  result  in 
the  general  contractor  providing  training  for  subcontractor  workers  regarding  materials 
handling,  installation,  safety,  etc.  For  example,  in  the  construction  of  "clean  rooms"  for 
manufacturing  wafers  and  computer  chips,  it  is  common  industry  practice  for  the  general 
contractor  to  provide  "cleanliness  training"  for  all  workers  -  including  the  subcontractors' 
workers  -  to  insure  that  the  "clean  rooms"  meet  contract  requirements. 

3.  Integration  -  The  general  contractor  will  provide  the  schedule  of  access  and  completion 
times  and  coordinate  work  of  other  specialty  contractors  to  minimize  interference  and 
increase  productivity. 

4.  Service  Performed  Personally  -  A  subcontractor's  principal  may  also  perform  a  portion 
of  the  work,  especially  if  it  is  a  sole  proprietor  or  a  small  contractor. 

5.  Hiring,  Supervising,  and  Paying  Assistants  -  It  would  not  be  unusual  to  closely 
supervise  and  direct  workers  of  a  subcontractor  who  are  in  the  process  of  correcting 
punch  list  items. 

6.  Continuing  Relationship  -  A  pattern  of  repeat  business  with  the  same  general  contractor 
could  be  read  as  a  continuing  employer-employee  relationship. 

7.  Set  Hours  of  Work  -  The  general  contractor  controls  access  to  the  project  and  therefore 
sets  the  hours  of  work. 

8.  Full  Time  Required  -  The  general  contractor  monitors  the  progress  of  work  and  can 
force  staffing  changes  to  keep  the  work  on  schedule. 
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9.  Doing  Work  on  Employer's  Ih^mises  -  By  necessity,  the  work  location  is  established 
and  controlled  by  the  general  contractor  since  it  must  be  done  at  the  job. 

10.  Order  or  Sequence  Set  ~  The  general  contractor  is  responsible  for  scheduling  and 
coordinating  subcontractors  and  therefore  sets  the  order  of  work  to  enable  the  project  to 
be  completed  on  time. 

11.  Oral  CK  Written  Reports  --  The  general  contractor  requires  regular  reports  from  the 
subcontractors  on  the  progress  of  the  work  in  order  to  continually  update  the  completion 
schedule  and  coordinate  other  trades. 

12.  Payment  by  Hour,  Week,  Month  -  Usually  a  contract  is  done  on  a  lump-sum  basis  but 
can  be  on  a  per  unit,  hourly  or  cost-plus  basis.  Anything  other  than  lump  sum  could  be 
suspected  of  representing  an  employee  situation. 

1 3.  Payment  of  Business  and  Traveling  Expenses  -  This  is  usually  not  a  factor,  but  if  it 
should  be,  it  is  possible  that  reimbursement  of  these  expenses  would  be  provided  for  in 
the  agreement. 

14.  Furnished  Tools  and  Materials  -  Most  subcontractors  supply  their  own  tools,  but  it 
would  not  be  unusual  for  the  general  contractor  to  supply  materials  purchased  separately 
from  the  subcontract  agreement. 

15.  Significant  Investment  -  Many  contractors  can  maintain  a  business  with  little 
investment  by  working  out  of  their  homes  or  minimal  rented  space  and  using  rented  tools 
and  machinery. 

16.  Realization  of  Profit  or  Loss  -  Independent  contractors  will  most  likely  have  the 
exposure,  but  may  have  a  cost-plus  contract  which  could  isolate  them  from  most  exposure 
to  loss. 

17.  Working  for  More  than  One  Firm  at  a  Time  ~  Small  contractors  may  not  have  the 
capacity  to  do  this,  but  will  have  multiple  contracts  to  be  done  on  a  rotating  basis. 

18.  Making  Service  Available  to  the  General  Public  -  Independent  contractors  may  be 
available  to  do  work  for  general  contractors,  but  not  necessarily  for  the  general  public. 

19.  Right  to  Discharge  ~  Owner  contracts  typically  contain  language  that  gives  them  the 
right  to  discharge  any  workers  they  find  objectionable.  The  same  right  is  given  to  the 
general  contractor. 

20.  Right  to  Terminate  -  A  subcontractor  under  certain  contracts  can  terminate  a 
relationship,  providing  proper  notice  is  given. 

These  examples  show  that  there  could  be  many  situations  which  could  be  falsely  read  as 
employer-employee  relationships,  resulting  in  the  assessment  of  inappropriate  penalties,  interest 
and  taxes.  The  construction  industry  today  does  business  as  it  always  has  by  subcontracting 
work.  This  is  the  reason  that  long-standing  industry  practice  is  relied  on  by  law  and  the  courts, 
not  only  for  the  construction  industry,  but  for  all  industries. 

DE-COUPLE  HEALTH  CARE  AND  WORKER  CLASSIFICATION  ISSUES 

President  Clinton's  health  care  plan  hits  the  construction  industry  broadside  on  a  third  front.  Not 
only  does  this  bill  give  the  IRS  unilateral  authority  to  write  the  rules  governing  the  classification 
of  workers  for  health  care,  but  it  extends  that  scope  to  include  federal  income  and  employment 
taxes. 

If  the  new  rules  on  worker  classification  are  allowed  to  apply  beyond  the  scope  of  health  care, 
they  will  affect  tax  provisions  wherever  a  worker's  status  as  an  employee  or  independent 
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contractor  is  relevant.    Such  a  coupling  would  have  a  profoundly  negative  impact  upon  the 
construction  industry. 

In  effect,  all  subcontractors  and  trade  specialists  (and  their  employees)  could  become  the 
"employees"  of  general  contractors.   Such  a  radical  change  would: 


*  Threaten  the  long-standing  and  economically  viable  practice  of  subcontracting. 

*  Threaten  the  ordinary  way  of  doing  business  for  smaller  contractors  -  especially 
sole  proprietors. 

*  Force  untold  numbers  of  general  contractors  to  file  for  bankruptcy  because  they 
could  not  assume  the  increased  tax,  health/life  insurance,  and  retirement  costs 
required  for  these  new  "employees." 

CI^A  strongly  opposes  using  health  care  reform  as  the  vehicle  for  addressing  these  complex 
worker  classification  issues,  particularly  if  the  new  changes  also  apply  to  federal  income  and 
employment  taxes. 

CFMA  PROPOSES 

CFMA  contends  that  many  of  the  problems  in  classifying  workers  simply  do  not  lend  themselves 
to  an  easy  solution  and  that  a  better  approach  would  be  to  improve  IRS  enforcement  of  current 
law.   CFMA  proposes  that  a  significant  part  of  the  compliance  problem  could  be  solved  by: 

*  Increasing  IRS  compliance  efforts  and  improving  their  computerized  auditing 
systems. 

*  Increasing  IRS  efforts  to  match  TIN  returns  with  independent  contractors'  tax 
returns. 

*  Increasing  penalties  for  those  who  blatantly  and  consistendy  fail  to  provide 
accurate  TINs. 

*  Making  a  good  faith  effort  to  work  with  industry  representatives  to  hone  down  the 
current  20  factor  test  to  those  factors  that  are  most  relevant. 

CFMA  supports  aU  efforts  to  identify  and  penalize  those  who  consistendy  abuse  the  independent 
contractor  system  and  stands  ready  to  work  witii  Congress,  Congressional  staff,  and  the  IRS  to 
that  end. 

CONCLUSION 

Construction  industry  business  failures  are  already  higher  than  any  other  industry  and  hit  record 
levels  in  1991  and  1992.  But,  most  importantly,  the  construction  industry  historically  has  played 
an  important  role  in  creating  well-paying  jobs  for  our  economy. 

Giving  die  IRS  statutory  authority  to  classify  workers  for  health  care  and  employment/income 
tax  purposes,  coupled  with  the  loss  of  the  long-standing  industry  practice  "safe  harbor,"  will 
disrupt  the  industry  and  eliminate  many  jobs  for  many  taxpayers.  It  will  also  seriously  jeopardize 
the  ability  of  many  contractors  to  remain  in  business. 

CFMA  contends  that  the  majority  of  construction  contractors  use  legitimate  independent 
contractors  for  legitimate  economic  reasons.  CFMA  also  recognizes  that  there  are  abuses 
in  the  system,  but  does  not  believe  that  these  abuses  are  so  widespread  that  the  entire 
working  structure  of  the  industry  needs  to  be  dismantled. 
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Chairman  Rangel.  Mr.  Erlich,  the  United  Brotherhood  of  Car- 
penters and  Joiners  of  America. 

STATEMENT  OF  MARK  ERLICH,  BUSINESS  MANAGER,  LOCAL 
40,  BOSTON,  MASS.,  UNITED  BROTHERHOOD  OF  CAR- 
PENTERS AND  JOINERS  OF  AMERICA,  AFI^CIO 

Mr.  Erlich.  Good  morning.  Thank  you,  Mr.  Chairman. 

My  name  is  Mark  Erhch  and  I  am  the  Business  Manager  of  the 
United  Brotherhood  of  Carpenters  and  Joiners  of  America,  Local  40 
in  the  Boston  area.  Our  union  is  part  of  the  Coalition  for  Fair 
Worker  Classification,  which  is  an  organization  of  unions  and  busi- 
nesses that  support  fair  worker  classification.  Thank  you  for  the 
opportunity  to  testify  today  in  support  of  section  7301  of  S.  1757, 
the  Health  Security  Act. 

The  employer  mandate  is  central  to  the  vision,  purpose  and  fi- 
nancing of  the  Health  Security  Act.  Yet  this  mandate  will  be  hollow 
unless  Congress  clearly  defines  who  is  an  employee  under  the  law. 

Today,  employers  in  the  construction  industry  are  intentionally 
and  willfully  misclassifying  employees  as  independent  contractors, 
contrary  to  what  has  just  been  said.  In  1992  a  congressional  report 
described  this  practice  as  a  "pervasive  and  serious  problem."  Yet  a 
loophole  in  our  tax  laws  makes  many  of  these  employers  immune 
from  punishment. 

I  know  firsthand  how  profound  this  problem  is.  As  part  of  my 
job,  I  visit  construction  projects  all  the  time  and  talk  to  workers, 
both  union  and  nonunion.  Many  of  the  nonunion  workers  tell  me 
they  have  been  classified  as  independent  contractors.  Most  have  no 
health  insurance. 

These  are  not  small  home  building  projects.  These  are  major 
building  projects  throughout  my  State. 

I  have  with  me  certified  copies  of  pavroll  records  for  a  $7  million 
public  school  in  Framingham  and  a  $14  million  public  school  in 
Lowell  in  which  every  single  carpenter  is  listed  as  self-employed. 

I  also  have  copies  with  me  of  so-called  "subcontractor  agree- 
ments" that  are  routinely  required  of  employees  for  many  of  the 
major  public  building  contractors  in  Massachusetts.  This  kind  of 
abuse  is  occurring  across  the  country. 

For  example,  an  Oregon  legislative  task  force  was  recently  told 
of  a  State  office  building  next  door  to  the  capitol  where  the  sheet- 
rock  work  was  being  done  by  a  crew  of  27  independent  contractors. 
An  estimated  85  to  90  percent  of  residential  construction  employees 
in  the  State  of  Connecticut  are  misclassified.  Construction  employ- 
ers in  California  routinely  pay  workers  in  cash  and  either  file  no 
information  returns  or  file  using  false  addresses  and  Social  Secu- 
rity numbers. 

It  has  been  estimated  in  1991  that  these  practices  cost  the  Fed- 
eral Government  $26  million  in  lost  revenue  for  this  one  industry. 
An  IRS  investigation  of  50  construction  firms  in  Lake  Havasu  City, 
Ariz.,  found  that  47  out  of  the  50  failed  to  comply  with  employment 
tax  withholding  requirements. 

Why  is  this  happening,  this  pattern  of  abuse? 

Employers  who  misclassify  their  workers  as  independent  contrac- 
tors realize  extraordinary  financial  gains.  The  law  enables  employ- 
ers to  evade  payment  of  health  insurance.  Social  Security,  workers 
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compensation,  unemplojnnent  compensation  and  pensions. 
Misclassified  workers  lose  the  protection  of  Federal  laws  that  regu- 
late overtime  work,  protect  workplace  safety  and  health,  prohioit 
discrimination  and  provide  for  collective  bargaining. 

Misclassification  shifts  the  cost  of  caring  for  unemployed,  sick  or 
disabled  workers  and  their  families  from  their  employers  to  tax- 
payers and  consumers.  In  a  1992  congressional  report,  it  was  stat- 
ed that,  "Society,  Federal,  State  and  local  governments  and  the  vol- 
untary private  sector — must  plug  the  holes  in  the  safety  net  when 
disaster  overtakes  misclassified  workers  who  have  been  deprived  of 
the  protections  they  should  have  had  by  law." 

Misclassification  clearly  hurts  taxpayers.  A  series  of  congres- 
sional investigations  over  the  past  5  years  shows  that  this  practice 
has  cost  Treasury  billions  of  dollars  annually. 

Misclassification  hurts  those  who  are  insured,  like  those  I  rep- 
resent. Workers  in  a  dangerous  industry  who  have  no  workers  com- 
pensation or  health  insurance  coverage  drain  the  State's  pools  of 
emergency  free  care  and  drive  up  overall  health  costs.  In  Massa- 
chusetts and  many  other  States,  these  funds  are  usually  subsidized 
by  surcharges  on  employers  who  do  provide  health  insurance  or  by 
increases  in  individual  premiums. 

Most  fundamentally,  misclassification  hurts  fair  employers.  How 
can  they  possibly  bid  on  a  level  plavingfield  against  firms  who  start 
off  with  such  a  huge  competitive  aciv£mtage? 

Let  me  explain.  Carpenters  in  my  area,  if  you  take  out  the  Social 
Security,  unemployment  and  workers  compensation  premiums, 
those  amount  to  58  percent,  not  25  or  40,  but  58  percent  of  the 
standard  wage  rate  in  my  area.  An  employer  who  thus  takes  the 
independent  contractor  route  with  his  group  of  employees  imme- 
diately cuts  his  payroll  costs  by  this  astonishing  number  and  gains 
a  virtually  insurmountable  competitive  advantage,  and  that  doesn't 
even  include  the  cost  of  health  insurance  and  other  benefits  that 
legitimate  contractors  may  be  paying. 

The  relevant  distinction  in  the  industry  now  is  no  longer  between 
high-wage  or  low-wage  or  even  union  or  nonimion  employers,  but 
between  those  who  play  by  the  rules  and  those  who  do  not,  those 
who  are  part  of  the  underground  economy  and  those  who  are  not. 

Section  7301  changes  the  law  to  ensure  that  all  employers  will 
pay  their  fair  share  of  health  care  costs. 

First,  the  act  allows  the  IRS  to  issue  regulations  for  determining 
the  classification  of  workers  for  health  care  and  employment  tax 
purposes.  Current  law  creates  confusion  for  employers  who  try  to 
obey  the  law  and  opportunity  for  those  to  seek  to  evade  it. 

These  regulations  will  be  consistent  with  existing  industry  prac- 
tices that  are  based  on  reasonable  application  of  tne  common-law 
test  for  defining  an  employee. 

Second,  the  act  limits  the  prior  audit  safe  harbor  to  cases  where 
the  employment  status  of  the  worker  was  actually  reviewed.  Cur- 
rently, employers  can  rely  on  any  audit,  even  of  an  unrelated  posi- 
tion, to  protect  them  from  penalties  and  misclassification. 

The  United  Brotherhood  of  Carpenters  supports  the  President's 
vision  of  health  security  for  all  Americans.  But  if  the  health  care 
reform  law  does  not  stop  employers  from  misclassifying  their  work- 
ers as  independent  contractors,  we  can  expect  further  employer 
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abuses  that  will  compromise  universal  access  to  health  care  and  re- 
inforce the  underground  economy  as  the  mainstream  of  the  con- 
struction industry,  as  well  as  many  others. 

We  therefore  strongly  support  the  language  of  section  7301.  By 
closing  this  loophole  that  rewards  irresponsible  employers,  we  be- 
lieve it  will  eliminate  rampant  abuses  in  the  industry  and  build  a 
foundation  for  the  President's  vision. 

Thank  you. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  MARK  ERLICH,  UNITED  BROTHERHOOD  OF  CARPENTERS  AND 
JOINERS  OF  AMERICA,  AFL-CIO,  BEFORE  THE  SUBCOMMITTEE  ON  SELECT 
REVENUE  MEASURES,  HOUSE  COMMITTEE  ON  WAYS  AND  MEANS,  IN  SUPPORT 
OF  SECTION  7301  OF  THE  HEALTH  SECURITY  ACT,  FEBRUARY  9,  1994. 


My  name  is  Mark  Erlich,  and  I  am  the  Business  Manager  of  the 
United  Brotherhood  of  Carpenters  and  Joiners  of  America  (UBC) , 
Local  40,  in  the  Boston  area.   Thank  you  for  the  opportunity  to 
testify  today  in  support  of  Section  7301  of  S.  1757,  the  Health 
Security  Act. 

The  employer  mandate  is  central  to  the  vision  and  purpose  the 
Health  Security  Act.   Yet  this  mandate  will  be  hollow — and  we 
will  not  achieve  universal  coverage — unless  Congress  clearly 
defines  who  is  an  "employee"  under  the  law.' 

Employers  in  the  construction  industry  are  intentionally 
misclassifying  employees  as  "independent  contractors."'  A  1992 
Congressional  report  described  this  practice  as  a  "pervasive  and 
serious  problem."'  Yet  a  loophole  in  our  tax  laws  makes  many  of 
these  employers  immune  from  punishment. '' 

I  know  first-hand  how  profound  this  problem  is.   As  part  of  my 


'  See  David  S.  Hilzenrath,  Clinton^ s  Health  Plan  Raises  Key 
Issue:  Who's  an  Employee?.  Washington  Post,  Dec.  15,  1993,  at  Fl. 

'  According  to  a  1989  General  Accounting  Office  report,  38% 
of  all  employers  who  file  information  returns  with  the  IRS 
misclassify  their  employees.   Tax  Administration:  Information 
Returns  Can  Be  Used  to  Identify  Employers  Who  Misclassify 
Workers,  GAO/GGD  89-107  (1989),  at  5.   Construction  employers  are 
notorious  for  misclassif ication.   IRS  data  show  that  in  one 
district,  2  0%  of  all  employers  in  the  residential  construction 
industry  failed  to  file  information  returns  at  all,  and  64% 
misclassif ied  employees  as  contractors,  resulting  in  a  revenue 
loss  of  $3.8  million.   See  Statement  of  Marshall  V.  Washburn, 
Compliance  2  000  Executive,  Internal  Revenue  Service,  before  the 
Subcomm.  on  Commerce,  Consumer,  and  Monetary  Affairs,  House  Coram . 
on  Government  Operations,  June  8,  199  3,  at  7.   An  IRS  analysis  of 
general  contractors  revealed  over  6,000  information  returns  that 
could  not  be  matched  to  taxpayers'  accounts,  depriving  the 
government  of  $91  million  in  revenue.   See  id.  at  8 .   In 
addition,  there  is  evidence  that  employers  routinely  instruct 
workers  in  methods  of  tax  avoidance.  See  Statement  of  David 
Bucnis,  Journeyman  Carpenter,  Connecticut,  before  the  Subcomm.  on 
Labor,  Senate  Comm.  on  Educ.  &  Labor,  June  15,  1993;  Statement  of 
Earl  Thomas,  UBC  Business  Agent,  Texas,  before  the  Subcomm.  on 
Labor,  Senate  Comm.  on  Educ.  &  Labor,  June  15,  1993;  Exploiting 
Workers  by  Misclassifying  Them  As  Independent  Contractors: 
Hearing  Before  the  Employment  &  Housing  Subcomm.  of  the  Comm.  on 
Government  Operations,  102d  Cong.,  1st  Sess.  15  (1991) 
[hereinafter  Exploiting  Workers]  (statement  of  Michael  Hedden, 
Carpenter,  Florissant,  Missouri) . 

'  Committee  on  Government  Operations,  U.S.  House  of 
Representatives,  Contractor  Games:  Misclassifying  Employees  as 
Independent  Contractors,  H.R.  Rep.  No.  1053,  102d  Cong.,  2d  Sess. 
6  (1992)  [hereinafter  Contractor  Games]. 

"  Under  Section  530  of  the  Revenue  Act  of  1978,  employers 
who  misclassify  employees  are  protected  from  IRS  sanctions  where 
(1)  the  employer  relies  on  judicial  precedent  or  IRS  rulings;  (2) 
the  employer  has  previously  been  audited  by  the  IRS,  even  if  the 
audit  did  not  concern  classification;  or  (3)  classification  of 
workers  as  independent  contractors  is  a  recognized  industry 
practice. 
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job,  I  visit  construction  projects  and  talk  to  workers,  both 
union  and  non-union.   Many  of  the  non-union  workers  tell  me  they 
are  being  classified  as  independent  contractors.   Most  have  no 
health  insurance. 

These  workers  are  building  major  projects.   I  have  with  me 
certified  copies  of  payroll  records  for  a  $7  million  public 
school  in  Framingham  and  a  $14  million  public  school  in  Lowell  in 
which  every  single  carpenter  is  listed  as  "self-employed"!  I  also 
have  copies  of  so-called  "subcontractor  agreements"  routinely 
required  of  all  employees  of  one  of  the  major  public  building 
contractors  in  Massachusetts  in  the  1980s. 

This  kind  of  abuse  is  occurring  across  the  country.   For  example: 

■  An  Oregon  legislative  task  force  was  told  of  a  state  office 
building  next  door  to  the  capitol  where  the  sheetrock  work  was 
being  done  by  a  crew  of  27  "independent  contractors."' 

■  An  estimated  85  to  90  percent  of  residential  construction 
employees  in  the  state  of  Connecticut  are  misclassif ied.* 

■  Construction  employers  in  California  routinely  pay  workers  in 
cash  and  either  file  no  information  returns,  or  file  using  false 
addresses  and  social  security  numbers.   The  UBC  estimated  in  1991 
that  these  practices  cost  the  federal  government  $26  million  in 
lost  revenue  for  this  one  industry.^ 

■  An  IRS  investigation  of  50  construction  firms  in  Lake  Havasu 
City,  Arizona,  found  that  47  failed  to  comply  with  employment  tax 
withholding  requirements.* 

Employers  who  misclassify  their  workers  as  "independent 
contractors"  realize  extraordinary  financial  gains.   The  law 
enables  employers  to  evade  payment  of  health  insurance,  social 
security,  workers  compensation,  unemployment  compensation,  and 
pensions.  Misclassif ied  workers  lose  the  protections  of  federal 
laws  that  regulate  overtime  work,  protect  workplace  safety  and 
health,  prohibit  discrimination,  and  provide  for  collective 
bargaining.'  As  the  House  Committee  on  Government  Operations 
concluded: 

For  most  workers,  misclassif ication  as  contractors  is 
seriously  disadvantageous.   The  loss  of  financial  benefits 
and  the  statutory  and  voluntary  protections  which  are 
provided  to  employees  can  be  devastating  in  cases  of 
illness,  unemployment,  and  retirement.'" 

Misclassif ication  not  only  deprives  workers  of  legal  rights  and 
protections;  it  shifts  the  costs  of  caring  for  unemployed,  sick, 
or  disabled  workers  and  their  families  from  employers  to 


'  Independent  Contractor  Definition  Weighed  by  Oregon 
Legislative  Panel.  Construction  Labor  News  (BNA) ,  Jan.  19,  1994, 
at  1227. 

*  Exploiting  Workers  at  79  (statement  of  John  W.  Cunningham, 
Labor  Co-Chair,  Carpentry  Industry  Partnership) . 

^  Exploiting  Workers  at  48  (testimony  of  Michael  Munoz,  Bay 
Counties  District  Council  of  Carpenters) . 

'  Bill  Goodykoontz,  Mohave  County  Tax  Cheats.  Beware. 
Arizona  Republic,  Feb.  3,  1991. 

'  See  Contractor  Games  at  3 . 

'"  Contractor  Games  at  7. 
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taxpayers  and  consumers.   "[S]ociety — Federal,  State,  and  local 
governments  and  the  voluntary  sector--must  plug  the  holes  in  the 
safety  net  when  disaster  overtakes  misclassif ied  workers  who  have 
been  deprived  of  the  protections  they  should  have  had."" 

■  Misclassif ication  hurts  taxpayers.   A  series  of  Congressional 
investigations  over  the  past  five  years  clearly  shows  that 
misclassif ication  costs  the  Treasury  billions  of  dollars 
annually.'^ 

■  Misclassif ication  hurts  those  who  are  insured.   Workers  in  a 
dangerous  industry  who  have  no  workers'  compensation  or  health 
insurance  coverage  drain  the  states'  pools  of  emergency  free  care 
and  drive  up  costs.   These  funds  are  usually  subsidized  by 
surcharges  on  employers  who  do  provide  health  insurance  or  by 
increases  in  individual  premiums." 

■  Misclassif ication  hurts  home  buyers.   The  downward  spiral  of 
construction  wages  and  benefits  has  forced  many  skilled  workers 
out  of  the  industry,  while  at  the  same  time  reducing  investment 
in  apprenticeship  and  training  by  non-union  employers. 
Ironically,  some  areas  of  the  country  now  face  skilled  labor 
shortages  and  fears  of  shoddy  construction.'"   In  the  words  of  the 
director  of  the  Associated  Builders  and  Contractors,  "When  you 
squash  down,  year  after  year,  on  wages,  you  don't  attract  a  good 
person  into  the  industry."" 

■  Misclassif ication  hurts  fair  employers.  How  can  they  bid  on  a 
level  playing  field  against  competitors  who  start  off  with  such  a 


"  Contractor  Games  at  7 . 

'^  The  most-cited  IRS  data  indicate  that  in  1984,  employers 
misclassif ied  over  8  million  workers,  resulting  in  $1.6  billion 
in  lost  revenue.   This  estimate  is  only  "the  tip  of  a  potentially 
enormous  iceberg,"  Contractor  Games  at  5,  as  it  does  not  include 
employers  who  classified  all  their  workers  as  independent 
contractors.  See  Contractor  Games  at  6  (reporting  findings  from 
the  IRS's  1989  "Strategic  Initiative  on  Withholding  Noncompliance 
Employer  Survey") .   Moreover,  these  estimates  are  conservative 
because  the  IRS  simply  does  not  find  it  worthwhile  to  pursue 
employers  who  can  escape  punishment  through  the  Section  530 
loophole.   As  the  head  of  the  IRS's  examinations  unit  told 
Congress,  "it  tends  to  cast  a  shadow  over  our  agents'  enforcement 
zeal,  if  you  want  to  say,  because  they  realize,  when  they  get 
into  many  of  these  cases,  the  employer  will  claim  section  530 
relief."   Exploiting  Workers  at  136  (testimony  of  Marshall  V. 
Washburn,  Deputy  Assistant  Comm'r  (Examination) ,  IRS) . 

"  When  Florida  attempted  in  1989  to  salvage  its  near- 
bankrupt  workers'  compensation  system,  construction  firms 
threatened  to  reclassify  their  employees  as  independent 
contractors.   "The  result  would  be  even  higher  insurance  premiums 
for  companies  in  the  system,  while  fewer  workers  would  be  covered 
if  they  are  injured  on  the  job."   Adam  Yeomans,  Workers '  Comp 
Stirs  Up  a  Fuss.  Orlando  Sentinel,  Oct.  22,  1989,  at  Dl. 

'"•  Even  homeowners  who  unknowingly  hire  independent 
contractors  may  end  up  bearing  the  costs  of  misclassif ication. 
When  an  uninsured  contractor  hired  by  a  Portland,  Oregon  couple 
was  injured  on  the  job,  the  couple's  homeowners  insurance  was 
canceled.   The  Oregon  Construction  Contractors  Board  has  received 
"thousands"  of  similar  complaints  from  homeowners.   See  Stuart 
Wasserman,  Contracting  With  Caution.  The  Oregonian,  Dec.  15, 
1991,  at  HI. 

"  Robert  Tomsho,  With  Housing  Strong,  Builders  Often  Find 
Skilled  Help  Lacking.  Wall  Street  Journal,  Jan.  27,  1994,  at  lA. 
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huge  competitive  advantage? 

For  example,  carpenters  in  my  union  are  paid  $22.72  an  hour. 
Social  security,  unemployment,  and  workers  compensation  premiums 
make  up  $13.21  of  this  amount.   An  employer  who  takes  the 
"independent  contractor"  route  immediately  cuts  payroll  costs  by 
58%!   And  that  does  not  include  the  costs  of  health  insurance  and 
other  benefits.'* 

The  relevant  distinction  is  no  longer  between  high-wage  and  low- 
wage,  or  even  union  and  non-union  employers,  but  between  those 
who  play  by  the  rules  and  those  who  do  not. 

Section  7301  of  the  Health  Security  Act  changes  the  law  to  ensure 
that  all  employers  will  pay  their  fair  share  of  health  care 
costs. 

First,  the  Act  allows  the  IRS  to  issue  regulations  for 
determining  the  classification  of  workers  for  health  care  and 
employment  tax  purposes.   Current  law  creates  confusion  for 
employers  who  try  to  obey  the  law  and  opportunity  for  those  who 
seek  to  evade  it. 

These  regulations  will  be  consistent  with  existing  industry 
practices  that  are  based  on  reasonable  applications  of  the  common 
law  tests  for  defining  an  employee.   Only  those  employers  who 
have  misclassif ied  their  workers  to  avoid  employment  taxes  will 
be  adversely  affected. 

In  fact,  the  IRS  is  already  working  with  employer  groups  to 
develop  standards  for  worker  classification  through  the 
Compliance  2000  initiative.   We  hope  that  unions  in  the  affected 
industries  will  also  be  consulted  on  a  matter  of  such  great 
importance  to  so  many  of  our  members. 

Second,  the  act  limits  the  "prior  audit"  safe  harbor  to  cases 
where  the  employment  status  of  the  worker  (or  similar  workers) 
was  actually  reviewed.   Currently,  employers  can  rely  on  any 
audit,  even  of  an  unrelated  position,  to  protect  them  from 
penalties  for  misclassif ication. 

The  United  Brotherhood  of  Carpenters  supports  the  President's 
vision  of  health  security  for  all  Americans.   But  if  the  health 
care  reform  law  does  not  stop  employers  from  misclassifying  their 
workers  as  "independent  contractors,"  we  can  expect  further 
employer  abuses  that  will  compromise  universal  access  to  health 
care  and  reinforce  the  underground  economy  as  the  mainstream  of 
the  construction  industry. 

We  therefore  strongly  support  the  language  of  Section  7301.   By 
closing  a  loophole  that  rewards  irresponsible  employers.  Section 
7301  will  eliminate  rampant  abuses  in  the  industry  and  build  a 
foundation  for  the  President's  vision. 


'*  See  Exploiting  Workers  at  192  (statement  of  Peter  A. 
Cockshaw,  publisher,  Construction  Labor  News) ;  Id.  at  72 
(statement  of  Michael  D.  Hobbs,  management  co-chair.  Carpentry 
Industry  Partnership);  Contractor  Games  at  3 .   As  a  result  of 
this  competition,  total  compensation  for  construction  workers 
fell  below  that  of  manufacturing  workers  for  the  first  time  in 
1988,  and  the  gap  has  been  widening.  See  Robert  Tomsho,  With 
Housing  Strong.  Builders  Often  Find  Skilled  Help  Lacking.  Wall 
Street  Journal,  Jan.  27,  1994,  at  lA. 
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Chairman  Rangel.  The  National  Association  of  Home  Builders, 
Mr.  Thompson,  President. 

STATEMENT  OF  THOMAS  N.  THOMPSON,  PRESmENT, 
NATIONAL  ASSOCIATION  OF  HOME  BUILDERS 

Mr.  Thomas  Thompson.  Thank  you,  Mr.  Chairman. 

My  name  is  Tom  Thompson.  I  am  a  homebuilder  from 
Owensboro,  Ky.  and  also  the  president  of  the  National  Association 
of  Home  Builders.  I  want  to  applaud  the  committee  for  holding 
these  hearings  today  and  giving  us  an  opportunity  to  present  our 
views. 

My  testimony  will  address  the  proposals  contained  in  the  admin- 
istration's Health  Security  Act  with  respect  to  classification  of 
workers  as  employees  or  independent  contractors. 

At  the  outset,  Mr.  Chairman,  I  would  like  to  point  out  that  the 
National  Association  of  Home  Builders  has  recently  adopted  a  pol- 
icy in  opposition  to  an  employer  mandate  as  a  vehicle  to  provide 
health  insurance  or  universal  coverage  to  all  employees,  and  par- 
ticularly any  attempt  to  reclassify  independent  contractors  as  em- 
ployees for  the  purposes  of  mandating  health  care  coverage. 

We  believe  that  the  current  law  pertaining  to  worker  classifica- 
tion recognizes  the  unique  characteristics  of  the  home  building 
business  and  allows  the  flexibility  necessary  for  building  industry 
workers  to  function  in  a  changing  economy. 

Moreover,  the  current  rules  under  section  530  of  the  Revenue  Act 
of  1978  provide  equitable  relief  for  the  taxpayers  who  become  in- 
volved in  disputes  with  respect  to  worker  reclassification. 

Our  industry  is  comprised  mostly  of  small  businessmen  and 
-women,  most  of  whom  build  less  than  10  houses  per  year.  Because 
the  construction  of  a  home  entails  the  transportation  to  a  jobsite 
of  a  wide  variety  of  materials  which  are  assembled  and/or  fab- 
ricated by  a  host  of  different  trades,  and  because  jobsites  nec- 
essarily change  as  the  homes  are  built,  the  relationship  between 
the  homebuilder  and  the  person  who  performs  the  different  trades 
varies  widely. 

The  construction  of  single-family  homes  is  basically  the  coordina- 
tion of  work  for  as  many  as  18  different  subcontractors.  Another 
complicating  factor,  Mr.  Chairman,  principally  from  the  standpoint 
of  the  approach  the  Internal  Revenue  Service  has  taken  with  many 
homebuilders,  is  the  fact  that  a  homebuilder  routinely  does  so- 
called  "sub-out,"  that  is,  hires  an  independent  contractor  to  perform 
services  which  may,  in  the  minds  of  the  IRS,  constitute  perform- 
ance of  "common  labor."  In  those  instances,  the  IRS  often  alleges 
that  the  person  is  an  employee  rather  than  an  independent  con- 
tractor. 

Framing,  roofing,  bricklaying,  foimdation  work  and  masonry  are 
generally  done  by  the  subcontractors  on  a  labor-only  basis,  with 
materials  provided  by  the  builder.  Other  jobs,  such  as  flooring,  in- 
sulation and  painting  involve  subcontractors  for  both  labor  and  ma- 
terial. 

From  the  worker's  point  of  view,  a  worker  with  a  skill  can  gen- 
erally earn  more  as  a  contractor  working  for  a  variety  of  customers 
than  he  could  on  a  straight  salary  working  for  a  single  employer. 
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Many  workers  take  pride  in  being  independent  of  a  boss  super- 
vising the  details  of  his  work. 

And  as  I  said  earHer,  most  builders  are  small  firms.  The  majority 
of  subcontractor  firms  are  similarly  small,  although  it  is  not  un- 
common for  a  subcontractor  firm  to  be  larger  than  the  builder  for 
whom  he  works. 

Although  subcontract  work  may  be  subject  to  competitive  bids, 
most  builders  develop  long-term  relationships  with  their  sub- 
contractors, just  as  customers  tend  to  patronize  the  same  doctors, 
dentists  or  lawn  care  firms.  Even  in  long-term  relationships  and 
where  the  subcontractor  has  no  employees,  however,  the  relation- 
ship between  general  contractor  and  subcontractor  is  different  than 
between  employer  and  employee.  The  builder  is  not  obligated  to 
provide  continuing  employment  for  the  subcontractor,  and  the  sub- 
contractor remains  liable  to  the  builder  for  performance  in  ways  an 
employee  generally  is  not.  There  are  a  variety  of  other  distinctions, 
many  of  which  are  reflected  in  the  common-law  test  currently  used 
to  distinguish  independent  contractors  from  employees. 

Specifically,  Mr.  Chairman,  the  reclassification  of  subcontractors 
as  employees  would  add  substantially  to  the  cost  of  doing  business 
of  the  small  homebuilder.  It  would  remove  the  flexibility  of  the 
owner  to  respond  to  a  volatile  market  and  seasonal  conditions.  It 
would  shift  the  nature  of  home  building  from  small  businesses  to 
a  concentration  of  a  few  and  large  firms,  and  most  importantly,  it 
would  add  substantially  to  the  cost  of  housing,  driving  thousands 
of  potential  buyers  out  of  the  market. 

NAHB  believes  that  any  limitation  on  the  standards  for  deter- 
mining employment  would  so  restrict  the  independent  contractor 
classification  as  to  exclude  subcontractors  who,  pursuant  to  indus- 
try customs,  should  legitimately  and  properly  be  so  classified. 
NAHB  opposes  any  governmental  effort  to  encourage  businesses  to 
classify  independent  contractors  as  employees. 

NAHB  also  opposes  the  proposed  elimination  of  the  industry 
practice  safe  harbor.  The  proposal  provides  for  the  termination  of 
the  safe  harbor  at  the  time  of  issuance  of  regulations  and  guidance 
as  to  the  classification  of  workers  in  the  home  construction  indus- 
try. This  safe  harbor  is  of  direct  and  significant  importance  to  the 
building  industry.  Its  termination  would  be  most  harmful  to  busi- 
nesses and  regions  which  customarily  "sub-out"  to  independent  con- 
tractors under  factual  circumstances  which  may  not  satisfy  the  20- 
factor  test  or  the  anticipated  IRS  standard  for  industry  practice. 

We  also  respectfully  urge  caution,  Mr.  Chairman,  when  it  comes 
to  the  notation  of  recharacterizing,  as  we  just  mentioned  in  pre- 
vious testimony,  all  subchapter  S  profits  as  wages.  This  would  be 
extremely  damaging. 

In  conclusion,  Mr.  Chairman,  the  NAHB  urges  the  administra- 
tion and  Congress  to  create  an  environment  which  will  encourage, 
support  and  provide  incentives  to  our  free  enterprise  system 
through  a  market-based  approach  to  health  care  reform  that  will, 
among  other  things,  provide  universal  access  to  health  insurance 
for  legal  residents,  rather  than  guaranteed  and  mandated  coverage. 

NAHB  strongly  opposes  any  attempt  to  reclassify  independent 
contractors  as  employees  for  the  purposes  of  mandating  health  cov- 
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erage  and  a  broad  employer  mandate  as  the  vehicle  to  provide 
health  insurance  to  all  employees. 

Likewise,  we  oppose  the  proposed  changes  to  the  characterization 
of  subchapter  S  income,  that  such  changes  would  especially,  if  en- 
acted in  conjunction  with  an  employer  mandate,  drive  up  housing 
costs  and  force  many  builders  out  of  the  business. 

We  certainly  urge  caution  with  respect  to  these  provisions. 

That  concludes  my  comments,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  present  our  views  and  stand 
ready  to  answer  your  good  questions. 

[The  prepared  statement  follows:] 


STATEMENT 

of 
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on 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 

HEALTH  SECURITY  ACT 

February  9,  1994 

Corrected  Version 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Tommy  Thompson.  I  am  a  home  builder  from  Owensboro,  Kentucky  and 
am  President  of  the  National  Association  of  Home  Builders.  On  behalf  of  the  National 
Association  of  Home  Builders  (NAHB)  and  its  169,000  members,  I  congratulate  you  for  holding 
this  hearing  and  appreciate  the  opportunity  to  appear  here  today.  My  testimony  will  address  the 
proposals  contained  in  the  Administration's  Health  Security  Act  with  respect  to  classification  of 
workers  as  employees  or  independent  contractors. 

At  the  outset,  I  would  like  to  point  out  that  we  recognize  that  the  government  has  long 
been  concerned  with  improving  the  efficient  collection  of  revenue  with  respect  to  errors  in  the 
classification  of  workers.  We  also  recognize  that  the  administration  believes  that  the  Health 
Security  Act's  requirement  that  employers  pay  a  significant  share  of  their  employees'  health 
insurance  premiums,  and  the  Act's  provision  for  premium  discounts  based  on  average  payroll 
and  the  number  of  employees,  will  increase  the  importance  of  proper  classification  of  workers 
as  either  employees  or  independent  contractors. 

The  government  further  believes  that,  in  the  context  of  health  care,  section  530  of  the 
Revenue  Act  of  1978  could  foster  manipulation  and  abuse  of  both  the  requirement  that  employers 
pay  a  portion  of  their  employees'  health  insurance  premiums  and  the  payroll-based  premium 
based  discount  rules.  Nevertheless,  NAHB  believes  that  a  rigid  application  of  static  rules 
regarding  the  classification  of  workers  would  result  in  the  improper  classification  of  legitimate 
independent  subcontractors  as  employees,  and  thereby  unfairly  burden  both  small  businesses  and 
workers. 

Further,  NAHB  has  recently  adopted  firm  policy  in  opposition  to  (a)  an  employer 
mandate  as  a  vehicle  to  provide  health  insurance/universal  coverage  to  all  employees  and  (b)  any 
attempt  to  reclassify  independent  contractors  as  employees  for  the  purpose  of  mandating  health 
care  coverage.  We  believe  that  the  current  law  pertaining  to  worker  classification  recognizes 
the  unique  characteristics  of  the  home  building  business  and  allows  the  flexibility  necessary  for 
building  industry  workers  to  function  in  a  changing  economy.  Moreover,  the  current  rules  under 
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Section  530  of  the  Revenue  Act  of  1978  provide  equitable  relief  for  taxpayers  who  become 
involved  in  disputes  with  respect  to  worker  reclassification. 

CVfDUSTRY  PROFILE 

The  industry,  building  single  family  housing,  is  comprised  mostly  of  small  businessmen 
and  women.  Over  50  percent  of  NAHB  members  build  less  than  10  houses  per  year. 
Approximately  15  percent  build  more  than  25  houses  per  year  and  less  than  2  percent  of  the 
builders  build  over  500  houses  per  year.  The  single  family  home  building  business  is  clearly 
comprised  of  small  businesses  in  virtually  every  community  in  the  country. 

Because  the  construction  of  a  home  entails  the  transportation  to  a  job  site  of  a  wide 
variety  of  different  materials  which  are  assembled  and/or  fabricated  by  a  host  of  different  trades, 
and  because  job  sites  necessarily  change  as  the  homes  are  built,  the  relationship  between  the 
homebuilder  and  the  person  who  performs  the  different  trades  varies  widely.  Another 
complicating  factor,  principally  from  the  standpoint  of  the  approach  the  Internal  Revenue  Service 
has  made  to  many  homebuilders,  is  the  fact  that  a  homebuilder  routinely  does  "sub-out"-  that 
is,  hire  an  independent  contractor  to  perform  services  which  may,  in  the  minds  of  the  IRS, 
constitute  performance  of  "common  labor".  In  those  instances,  the  IRS  often  alleges  that  the 
person  is  an  employee  rather  than  an  independent  contractor.  The  construction  of  single  family 
homes  is  basically  the  coordination  of  the  work  of  as  many  as  18  different  subcontractors. 

Since  the  volume  of  work  in  the  homebuilding  industry  is  very  unpredictable  and 
seasonal,  there  is  a  strong  necessity  for  the  business  owners  to  match  labor  to  business  needs  and 
not  to  be  encumbered  by  large  permanent  payrolls.  In  today's  market,  two  out  of  three  builder 
firms  are  organized  as  corporations  and  about  one-fourth  are  sole  proprietorships.  During  the 
last  ten  years,  more  builders  have  been  organizing  as  Subchapter  S  corporations,  so  that  they 
can  combine  limited  liability  with  taxation  on  only  individual  earnings. 

A  builders"  organizational  structure  tends  to  depend  on  the  size  of  the  business.  About 
25  percent  of  small-volume  builders  are  sole  proprietorships,  whereas  only  8  percent  of  the 
medium-  and  large- volume  builders  choose  to  operate  under  that  structure.  The  average 
remodeling  firm  has  one  office  employee  on  payroll  and  operates  in  one  or  two  counties. 
Approximately  half  of  the  remodeling  firms  are  corporations,  while  44  percent  are  sole 
proprietorships. 

LAND  DEVELOPMENT 

Home  builders  vary  considerably  in  the  degree  to  which  they  directly  perform  all  the 
operations  it  takes  to  develop  land  and  build  and  market  homes.  According  to  NAHB's  1987 
builder  survey,  less  than  half  of  all  builders  buy  the  raw  land,  install  the  infra-structure, 
construct  the  units,  and  then  sell  the  product.  Over  half  buy  lots  from  other  builders  or 
developers,  use  subcontractors  for  all  the  construction  work  and  sell  through  real  estate  agents 

The  difficulty  builders  have  recently  experienced  obtaining  financing  for  propert\ 
acquisition  and  development  may  result  in  land  development  becoming  more  heaMl> 
concentrated  among  large  firms.  Moreover,  more  stringent  requirements  for  loans  frum 
financial  institutions  could  mean  that  builders  will  look  more  often  to  land  developers  to  pnn  iJc 
financing  for  purchases  of  developed  lots.  Increasing  fees  and  regulation  may  also  cause  land 
development  to  become  more  concentrated  among  well-financed  specialists. 

ROLE  OF  SUBCONTRACTORS 

During  the  past  30  years,  the  role  of  subcontractors  and  professional  specialists  in  the 
home  building  industry  has  increased  significantly.  Most  builders  believe  that  the  trend  toward 
increased  use  of  subcontractors  will  continue.  Framing,  roofing,  bricklaying,  foundations,  and 
masonry  are  generally  done  by  the  subcontractors  on  a  labor-only  basis,  with  materials  provided 


by  the  builder.   Other  jobs,  such  as  flooring,  insulation,  and  painting,  involve  subcontracts  for 
both  labor  and  material. 

In  1959,  31  percent  of  NAHB  survey  respondents  subcontracted  three-quarters  or  more 
of  their  construction  costs.  This  figure  increased  to  55  percent  by  1987.  Over  the  same  period, 
the  share  of  builders  subcontracting  one-quarter  or  less  of  their  construction  costs  declined  from 
19  percent  to  14  percent.  Large-volume  builders  tend  to  subcontract  a  larger  share  of  the 
construction  cost.  Builders  in  the  South  use  subcontractors  for  a  larger  share  of  construction 
than  builders  in  the  Northeast,  Midwest,  and  West.  NAHB's  1987  Survey  of  Builders  indicated 
that  subcontractors  were  the  most  relied  upon  source  from  which  to  obtain  materials  and 
equipment. 

From  the  worker's  point  of  view,  a  worker  with  a  skill  can  generally  earn  more  as  a 
contractor  working  for  a  variety  of  customers  than  he  could  on  straight  salary  working  for  a 
single  employer.  The  worker  may  also  take  pride  in  being  independent  of  a  boss  supervising 
the  details  of  his  work. 

The  home  building  industry  (as  well  as  the  non-residential  construction  industry)  is 
characterized  by  extensive  subcontracting  of  the  actual  construction  work.  An  NAHB  survey 
of  builders  in  1987  showed  that  the  majority  of  general  contractors  (those  that  build  for  a  fee 
on  someone  else's  land)  and  merchant  builders  (those  that  build  on  land  they  own  and  offer  the 
house  and  land  for  sale  together)  subcontracted  more  than  75  percent  of  the  total  construction 
cost.  Larger  builders  subcontracted  an  even  larger  share  than  small  builders.  The  1987  Census 
of  Construction  indicated  that  residential  builders  subcontracted  $41  billion,  or  40  percent  of  the 
value  of  their  construction  receipts.  An  earlier  study  by  the  Bureau  of  Labor  Statistics  found 
that  construction  of  the  typical  home  involves  about  15  different  subcontractor  firms. 

The  primary  reason  for  the  extensive  use  of  subcontractors  is  the  episodic,  uneven  nature 
of  construction  and  the  fact  that  a  particular  type  of  specialist  is  only  needed  for  a  short  period 
during  the  construction  process.  Moreover,  the  general  contractor  does  not  have  either  the 
expertise  or  the  capacity  to  oversee  and  manage  the  activities  of  each  specialist,  monitoring  the 
number  of  hours  worked  and  purchasing  all  the  materials,  so  the  general  contractor  issues  a 
subcontract  based  on  negotiation  or  competitive  bids  and  leaves  it  to  the  subcontractor  to  figure 
out  how  to  accomplish  the  work,  with  the  subcontractor  often  responsible  for  supplying  the 
necessary  building  materials. 

Most  builders  are  small  firms.  The  majority  of  home  builder  members  of  NAHB  build 
less  than  10  homes  per  year.  The  majority  of  subcontractor  firms  are  similarly  small,  although 
it  is  not  uncommon  for  a  subcontractor  firm  to  be  larger  than  the  builders  for  whom  it  works 

In  1987,  there  were  1.4  million  establishments  characterized  by  the  Census  of 
Construction  as  "special  trade  contractors"  working  as  subcontractors  to  residential  and  non- 
residential builders,  as  well  as  serving  consumers  and  non-construction  firms  directK 
Establishments  with  payrolls,  of  which  there  were  342,000,  had  total  receipts  of  $204  billion, 
while  the  1.06  million  establishments  with  no  payroll  had  receipts  of  $34  billion.  Out  of  idtal 
receipts,  about  35  percent  went  toward  the  purchase  of  materials  and  supplies  and  another  ' 
percent  was  subcontracted  to  other  subcontractor  firms. 

Although  subcontract  work  may  be  subject  to  competitive  bids,  most  builders  develop 
long-term  relationships  with  their  subcontractors,  just  as  consumers  tend  to  patronize  the  same 
doctors,  dentists,  or  lawn  care  firms.  Even  in  long-term  relationships  and  where  ihc 
subcontractor  has  no  employees,  however,  the  relationship  between  general  contractor  and  \uh 
is  different  than  that  between  employer  and  employee.  The  builder  is  not  obligated  to  provide 
continuing  employment  for  the  sub  and  the  sub  remains  liable  to  the  builder  for  performance  in 
ways  an  employee  generally  is  not.  There  are  a  variety  of  other  distinctions,  many  of  which  are 
reflected  in  the  common-law  tests  currently  used  to  distinguish  independent  contractors  fri'in 
employees. 
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Construction  of  a  single  family  home  involves  about  1,000  hours  of  on-site  labor,  and 
since  it  takes  an  average  of  about  six  months  to  complete  a  house,  that's  equivalent  to  one  full- 
time  worker.  Those  1,000  hours,  however,  may  be  performed  by  as  many  as  100  different 
workers,  most  of  whom  are  proprietors  or  employees  of  subcontractor  firms.  Even  if  a  general 
contractor  knew  who  all  the  workers  were  and  how  much  of  the  payment  to  subcontractors  was 
for  labor,  it  would  be  an  overwhelming  burden  for  a  builder  to  account  for  tax  withholding  for 
the  army  of  workers  involved  in  building  a  home. 

The  1989  NAHB  remodelers  survey  showed  that  remodelers  heavily  rely  on 
subcontractors.  Ninety-three  percent  of  the  remodelers  used  subcontractors  during  1988. 
Twenty-five  percent  attributed  50  to  99  percent  of  their  dollar  volume  to  work  done  by 
subcontractors  and  5  percent  subcontracted  100  percent  of  their  dollar  volume.  The  survey  also 
suggested  that  the  usage  of  subcontractors,  rather  than  hiring  of  employees,  was  market,  as 
opposed  to  tax,  driven. 

CONSEQUENCES  OF  CLASSIFICATION 

Reclassification  of  subcontractors  as  employees  would: 

1 .  Add  substantially  to  the  cost  of  doing  business  of  the  small  home  builder; 

2.  Remove  the  flexibility  of  the  owner  to  respond  to  a  volatile  market  and  seasonal 
conditions; 

3.  Shift  the  nature  of  the  home  building  business  from  small  business  to  a  concentration  of 
large  firms; 

4.  Would  add  substantially  to  the  cost  of  housing  driving  thousands  of  protected  buyers  out 
of  the  market. 

TREASURY     AUTHORIZATION     TO     ISSUE     NEW     CLASSIFICATION     RULES 
(SECTIONS  7301  AND  7303). 

The  Health  Security  Act  would  authorize  Treasury  to  issue  new  rules  for  determining  the 
classification  of  workers  for  health  care  and  employment  tax  purposes.  We  understand  that  the 
regulatory  rules  would  not  override  other  statutory  classification  provisions  already  in  the  Code 
and  would  be  required  to  give  significant  weight  to  the  common  law  applicable  in  determining 
the  employer-employee  relationship. 

Generally,  classification  of  a  worker  as  an  employee  or  an  independent  contractor  turns 
on  the  common  law  definition  of  "employment. "  In  order  to  characterize  workers,  common  law 
principles,  statutory  rules  of  workers'  compensation,  and  employer  tort  liability  as  well  as  the 
twenty-factor  test,  developed  by  the  Internal  Revenue  Service,  must  be  reviewed. 

NAHB  believes  that  any  limitation  on  the  standards  for  determining  employment  would 
so  restrict  the  independent  contractor  classification  as  to  exclude  subcontractors  who,  pursuant 
to  industry  custom  should  legitimately  and  properly  be  so  classified.  NAHB  opposes  an> 
governmental  effort  to  encourage  businesses  to  classify  independent  contractors  as  employees 

NAHB  further  opposes  any  proposal  to  broaden  the  other  "employee  laws"  (eg 
minimum  wage,  workers'  compensation,  unemployment  taxes)  to  include  independent 
contractors.  Any  such  change  would  be  antithetical  to  the  free-enterprise  concept  to  which 
independent  contractor  status  is  attributed.  Moreover,  it  would  change  the  nature  of  the  home 
building  business  and  drive  the  cost  of  housing  beyond  the  reach  of  millions  of  first-time 
homebuyers. 
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SECTION  530  OF  THE  REVE>fUE  ACT  OF  1978 

According  to  the  legislative  explanation  of  the  Health  Security  Act,  it  would  incorporate 
and  modify  the  provisions  section  530.  Under  the  proposed  rules,  the  IRS  would  be  permitted 
to  reclassify  misclassified  workers  on  a  prospective  basis.  The  employer  would  be  protected 
from  retroactive  reclassification  if  the  employer  met  certain  requirements,  which  would  be 
essentially  the  same  as  under  existing  section  530,  with  certain  modifications. 

Although  we  agree  that  the  modifications  proposed  to  the  consistency  and  return-filing 
requirements  would  ensure  consistent  application  of  the  provision  to  similarly  situated  taxpayers, 
we  oppose  the  other  proposed  changes. 

Of  particular  note,  NAHB  opposes  the  proposed  elimination  of  the  "industry  practice" 
safe  harbor.  The  proposal  provides  for  the  termination  of  this  safe  harbor  at  the  time  of  issuance 
of  regulations  and  guidance  as  to  classification  of  workers  in  the  home  construction  industry. 
This  safe  harbor  is  of  direct  and  significant  import  to  the  building  industry.  Its'  termination 
would  be  most  harmful  to  businesses  and  regions  which  customarily  "sub-out"  to  independent 
contractors  under  facmal  circumstances  which  may  not  satisfy  die  twenty-factor  test  or  the 
anticipated  IRS  standard  for  "industry  practice". 

Finally,  NAHB  fully  supports  the  proposition  that  every  American  must  pay  his  full  share 
of  Federal  income  tax.  It  is  the  job  of  the  Internal  Revenue  Service  to  resolve  the  compliance 
problems  in  a  fair  and  equitable  manner.  Improved  compliance  should  be  achieved  through 
increasing  business's  compliance  with  the  reporting  requirements.  In  this  regard,  NAHB  agrees 
with  the  proposals  contained  in  the  employment  stauis  provisions  to  increase  enforcement  efforts 
by  increasing  penalties  for  failure  to  file  Forms  1099. 

MODIFICATION   OF  SELF-EMPLOYMENT   TAX   TREATMENT   OF  CERTAIN   S 
CORPORATION  SHAREHOLDERS  AND  PARTNERS  (SECTION  7141) 

The  Act  would  amend  the  definition  of  net  earnings  from  self-employment  subject  to  self- 
employment  taxes  to  include  the  pro  rata  share  of  certain  S  corporation  income  of  certain 
shareholders  and  modify  the  definition  of  net  earnings  from  self-employment  as  applied  to 
limited  partners  in  a  partnership  for  self-employment  tax  and  health  insurance  premium 
purposes. 

In  determining  a  firm's  "wages"  for  health  care  purposes,  the  legislative  explanation 
states  that,  the  Act  would  modify  the  existing  employment  tax  rules,  as  follows.  Any  more  than 
two  percent  shareholder  in  a  service-related  business,  who  materially  participates  would  be 
treated  as  having  "net  earnings  from  self-employment"  equal  to  his  or  her  distributive  share  from 
the  service-related  business.  Similarly,  for  limited  partnerships,  earnings  from  the  partnership 
would  be  treated  as  "wages"  for  premium  discount  purposes. 

As  stated  above,  the  industry,  building  single  family  housing,  is  comprised  mostly  ot 
small  businessmen  and  women.  According  to  our  1993  Health  Care  Survey  approximately  37'"; 
of  those  businesses  with  an  employee  on  payroll  operate  as  S  corporations  and  5%  operate  in 
partnership  form.  The  proposed  dramatic  change  in  tax  policy  would  have  the  most  direct  and 
harmful  impact  on  builders  who  can  least  afford  to  sustain  an  additional  hidden  tax  increase 
Indeed,  the  proposal  would  unfairly  penalize  entrepreneurship. 

HEALTH  INSURANCE  EXPENSES  OF  SELF-EMPLOYED  INDIVIDUALS  (SECTION 
7203). 

The  Act  would  make  permanent  the  25  %  deduction  for  health  insurance  expenses  of  the 
self-employed.  The  deduction  expired  December  3 1 ,  1993.  The  deduction  would  be  increased 
to  100%  of  with  respect  to  the  cost  of  comprehensive  health  coverage.  The  25%  deduction 
would  continue  to  be  available  until  the  taxpayer  could  purchase  such  comprehensive  health 


coverage. 

Retention  of  this  provision  is  a  simple  case  of  equity.  This  provision  affords 
entrepreneurs  treatment  similar  to  those  citizens  whose  health  insurance  is  paid  for  by  an 
employer.  The  home  building  industry  is  comprised  largely  of  small  independent 
businesspersons,  whose  insurance  is  therefore,  self-provided.  NAHB  has  long  advocated 
permanent  extension  of  the  deduction  for  health  insurance  expenses  of  the  self-employed  and  an 
increase  in  amount  to  100%. 

CONCLUSION 

NAHB  urges  the  Administration  and  Congress  to  create  an  environment  which  will 
encourage,  support  and  provide  incentives  to  our  free  enterprise  system  through  a  market-based 
approach  to  health  care  reform  that  will: 

1.  Provide  universal  access  to  health  insurance  for  legal  residents,  rather  than 
guaranteed/mandated  coverage, 

2.  Improve  access  to  health  care  at  the  individual  level  by  providing  a  refundable  tax 
credit  for  health  expenses  for  low-and  moderate-income  Americans;  permanently  increase  the 
tax  deduction  for  health  insurance  costs  of  the  self-employed  from  25  percent  to  100  percent; 
and  promote  tax-deferred  individual  medical  savings  Individual  Retirement  Accounts 
("Medisave"  accounts), 

3.  Enact  meaningful  medical  malpractice  reforms, 

4.  Promote  cost  containment, 

5.  Preserve  existing  association-sponsored  health  programs  as  viable  mechanisms  for 
pooling  risks  and  increasing  the  market  leverage  of  small  employers. 


For  the  reasons  set  out  above,  NAHB  strongly  opposes  any  attempt  to  reclassify 
independent  contractors  as  employees  for  the  purpose  of  mandating  health  care  coverage  and  a 
broad  employer  mandate  as  the  vehicle  to  provide  health  insurance/universal  coverage  to  all 
employees.  NAHB  further  opposes  any  attempt  to  change  the  treatment  of  Subchapter  S  and 
partnership  income  to  increase  taxes  to  pay  for  health  care. 

On  behalf  of  the  National  Association  of  Home  Builders,  I  want  to  express  my 
appreciation  for  having  had  this  opportunity  to  present  our  views  on  the  employment  stanis 
provisions  of  the  Health  Security  Act. 
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Chairman  Rangel.  Mr.  Thompson,  you  don't  have  any  objections 
to  the  government  mandating  that  independent  contractors  be  cov- 
ered and  pay  for  that  coverage  for  their  health  coverage,  do  you? 

Mr.  Thomas  Thompson.  No,  sir.  What  we  have  a  problem  with 
is  on  the  classification,  and  just  like  we  as  a  small  business  com- 
pany provide  insurance  to  some  of  our  employees,  we  don't  provide 
it  to  all  of  them,  and  many  of  the  independent  contractors  that  we 
use  provide  insurance  to  some  of  their  employees. 

Chairman  Rangel.  Do  you  believe  that  in  the  building  industry 
that  people  who  are  actually  employees  and  doing  employee  type 
of  work  are  classified  as  subcontractors  for  the  sole  purpose  that 
the  employer  would  not  have  to  pay  certain  benefits  that  they 
would  employees?  Does  that  happen? 

Mr.  Thomas  Thompson.  Mr.  Chairman,  if  there  is  an  abuse 

Chairman  Rangel.  I  don't  know.  I  don't  do  that  work.  Is  there? 

Mr.  Thomas  Thompson.  There  is  certainly — I  would  be  less  than 
honest  if  I  said  there  weren't  abuses  but  I  think  without  question, 
the  majority 

Chairman  Rangel.  All  I  am  asking  is,  if  it  is  40  percent  cheaper, 
it  would  seem  to  me  it  would  make  common  sense  for  someone  to 
look  at  that,  and  if  you  had  an  opportunity  to  build  houses  with 
regular  employees  and  you  found  out  that  you  had  a  legal  liability 
that  would  increase  the  cost  40  percent,  and  then  on  the  other 
hand,  even  though  you  may  like  the  people  and  work  with  them 
for  years,  but  if  you  didn't  have  to  be  responsible  for  their  security 
or  their  health,  and  that  would  be  their  decision,  it  would  make  a 
lot  of  sense  for  you  to  avoid  employees  and  lean  toward,  for  pur- 
poses of  competition,  lean  toward  individual  contractors.  It  seems 
like  that  would  make  sense  to  me. 

Mr.  Thomas  Thompson.  Mr.  Chairman,  the  cost  is  one  aspect, 
but  there  are  many  more.  It  just  would  not  be  practical  in  my  busi- 
ness for  me  to  take  the  people  that  now  conduct  the  construction 
of  my  houses  as  independent  contractors  and  make  them  employ- 
ees. 

I  couldn't  keep  them  employed  all  the  time.  Our  business  is  very 
seasonal  and  very  volatile.  And,  for  example,  I  contract  with  a 
plumber.  If  I  had  to  have  him  as  an  employee,  I  may  only  need  him 
2  days  out  of  the  week  or  sometimes  only  every  other  week.  If  I 
had  to  have  him  as  an  employee — I  couldn't  afford  to  keep  him  as 
an  employee. 

Chairman  Rangel.  Mr.  Erlich,  if  he  is  a  small  guy  and  he  only 
has  these  people  in  twice  a  week,  why  would  you  want  to  make 
him  a  union  member  and  make  him  a  permanent  employee? 

Mr.  Erlich.  There  is  no  question  there  is  a  category  of  independ- 
ent contractors  that  is  legitimate.  Nobody  has  denied  that.  For  the 
reasons  you  stated,  which  is  the  incredible  cost  advantage  associ- 
ated with  that  classification,  it  has  expanded  from  the  margins  of 
the  industry  where  it  was  appropriate  to  the  mainstream  where  it 
is  not. 

An  individual  plumber  coming  to  fix  your  bathroom  or  something 
and  you  hire  him  as  a  homeowner,  he  is  there  for  3  days  and  then 
he  is  off,  that  makes  total  sense.  He  is  not  your  employee. 

Chairman  Rangel.  So  Mr.  Thompson,  you  wouldn't  object  to  se- 
vere penalties  for  those  people  that  clearly  are  employees,  that 
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work  every  day,  they  follow  every  job,  they — ^you  know,  they  go 
where  they  are  told  to  go,  wherever  the  contractor  tells  them  and 
that — ^you  know,  that  the  only  purpose  that  they  are  independent 
contractors  is  so  that  you  don't  have  to  pay  for  benefits  that  the 
unions  would  demand.  You  wouldn't  mind  if  there  were  severe  pen- 
alties for  those  people  clearly  trying  to  avoid  their  responsibilities 
under  the  law? 

Mr.  Thomas  Thompson.  I  wouldn't  object  to  that. 

Chairman  Rangel.  And  neither  would  you,  Mr.  Herr? 

Mr.  Herr.  No. 

Chairman  Rangel.  And  you  could  help  us  write  the  language  to 
make  certain  that  where  a  person  is  not- — 

Mr.  Thomas  Thompson.  I  would  be  glad  to  do  that. 

Chairman  Rangel.  You  would  be  glad  to  do  that? 

Mr.  Thomas  Thompson.  Yes. 

[The  National  Association  of  Home  Builders  is  currently  working  directly  with 
Chairman  Rangel  to  develop  a  proposal.] 

Chairman  Rangel.  Because  IRS,  too,  they  are  not  sometimes 
driven  by  clear  law.  They  are  losing  $20  billion,  and  you  really 
don't  care  if  the  guy  is  independent  and  the  Federal  Government 
says  independent,  dependent,  you  got  to  have  a  health  card.  How 
he  pays  for  that,  you  don't  care,  he  is  not  your  employee;  right,  Mr. 
Herr? 

Mr.  Herr.  Right. 

Chairman  Rangel.  Right. 

But  you  do  care  who  is  going  to  pay  for  it? 

I  mean,  whether  it  is  part  time,  whatever  it  is,  they  work  hard, 
they  don't  work  hard — the  President's  wife  and  the  President  says 
that  you  are  going  to  be  covered,  and  we  have  to  decide  then  who 
is  going  to  pay  for  that  coverage. 

Ms.  Browning.  Well,  most  of  our  independent  contractors  are 
tax  professionals.  They  are  accountants,  enrolled  agents,  who  have 
their  own  businesses  performing  tax  preparation  services  for  an  es- 
tablished clientele  that  they  mav  have  had  for  10,  15,  20  years  be- 
fore they  ever  decided  to  add  tne  element  of  financial  services  to 
that  practice. 

So  many  of  them  are — not  only  are  they  not  our  employees,  but 
they  are  employers  in  their  own  right.  They  have  small  businesses, 
accounting,  tax  preparation  businesses,  and  they 

Chairman  Rangel.  But  you  don't  care  then.  They  are  not  your 
employees,  they  are  independent,  so  you  don't  care  what  happens? 

I  mean,  the  government  says,  hey,  you  are  not  as  independent 
as  you  think.  You  have  got  to  get  health  insurance. 

Ms.  Browning.  That  is  fine  with  us.  Our  concern  is  if  they  are 
just  broadly  reclassified 

Chairman  Rangel.  I  understand  what  you  are  saying,  but  inde- 
pendent or  not  independent,  you  don't — that  is  why  you  have  two 
different  kind  of  problems.  I  don't  know  why — you  through  the 
mike  there — I  understood  your  position,  but  your  concern  is  that  if 
you  make  less  than  $5,000,  you  should  get  free  coverage. 

Mr.  Offen.  Well,  we  believe  that  it  would  be  in  the  interest  of 
both  the  government  and  the  individuals  to  provide  that  type  of  de 
minimis 

Chairman  Rangel.  I  understand. 
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Mr.  Offen.  We  also  believe  if  you  make  over  that  amount,  if  you 
are  truly  into  direct  selling,  if  you  are  truly  trying  for  a  career  op- 
portunity and  you  are  serious  about  the  business,  you  should  pay 
as  a  self-employed  individual. 

Chairman  Rangel.  All  I  am  saying  is  that  for  those  under 
$5,000,  they  should  get  free  coverage. 

Mr.  Offen.  Well,  about  56  percent  of  our  salespeople  have  other 
employment  already,  so  they  are  paying 

Chairman  Rangel.  I  understand  all  of  that.  I  understand  every- 
thing. 

Mr.  Offen.  Then  we  are  looking  at,  we  recruit  40,000  sales- 
people a  week  and  we  are  looking  at  probablv  3  million  of  these 
people  paying  in  $25  of  a  subsidization,  after  deductions,  a  year  in 
the  system.  We  don't  think  that  is  smart,  and  if  we  go  up  to  higher 
levels,  we  are  talking  about  approximately  4  million  people  who  are 
paying  under  $60  a  year  into — ^for  the  health  care  based  on  the 
President's  plan. 

We  don't  think  that  it  makes  sense  from  an  administrative  point 
of  view.  It  burdens  both  the  individuals,  the  barrier  to  entry  and 
it  burdens  the  administration  of  the  whole  system. 

Chairman  Rangel.  You  worked  this  out  with  Treasury. 

Mr.  Offen.  We  look  forward  to  giving  them — we  have  given 
them  a  lot  of  data  already  on  the  terms  of  the  amount  of  our  peo- 
ple's earnings  and  the  like,  and  we  look  forward  to  working  with 
the  subcommittee,  full  committee,  as  well  as  the  Treasury. 

Chairman  Rangel.  I  get  the  impression  that  most  of  the  accusa- 
tions against  labeling  people  independent  when  they  are,  in  fact, 
employees,  is  in  the  building  industry.  I  mean,  is  that  where  it  tar- 
gets with  IRS? 

Real  estate  and  IRS?  It  is  not  us.  It  is  the  IRS.  They  named  you. 
I  am  not  saying  it  is  right.  But  they  are  losing  $20  billion  and  it 
bothers  them  to  lose  that  kind  of  money,  and  we  have  to  reallv  try 
to  make  certain  that  they  don't  distort  the  law  in  equity  and  fair 
play  in  search  for  the  money,  but  where  we  find  people  who  are  de- 
liberately distorting  classifications  to  avoid  paying  the  Federal  Gov- 
ernment, then  we  need  them,  and  so  what  we  want  to  do  is  to  pro- 
tect the  good  people  who  are  just  following  common  law  and  just 
doing  what  has  to  be  done.  The  unions,  they  get  excited  about  it. 
But  that  is  OK. 

But  those  who  really  are  saying.  Mister,  you  may  think  you  are 
an  employee,  but  before  you  sign  up,  you  are  now  an  independent 
contractor.  And  I  know — I  don't  know  how  many  there  are,  but 
clearly  we  have  got  the  industry  prepared  to  punish  those  types  of 
people.  And  I  assume  that  there  are  not  too  many  in  the  real  estate 
industry  that  would  do  that  just  to  avoid  paying  their  obligations 
to  an  employee. 

So  if  we  can  tighten  up  the  rules  so  that  we  can  tell  the  IRS  to 
keep  their  long-reaching  hands  off  of  good  citizens  who  are  work- 
ing, but  really  to  make  certain  that  those  who  avoid  their  legal  ob- 
ligations will  pay  severely  for  it 

Ms.  Goold.  Mr.  Chairman,  I  would  just  like  to  point  out  that 
real  estate  agents,  or  sales  agents  and  leasing  agents  and  some  ap- 
praisers, we  do  have  a  statutory  protection  that  is  not  an  arbitrary 
thing  on  the  part  of  the  employer  or  service  recipient.  It  is  a  statu- 
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tory  provision  that  says  you  will  be  treated  as  an  independent  con- 
tractor, and  that  operates  essentially  as  a  safe  harbor. 

There  have  been  a  number  of  challenges  in  the  last  3  years  on 
the  information  reporting  compliance  in  those  companies.  There 
are  several  trails  of  information  reports  that  accompany  any  resi- 
dential real  estate  sales  transaction,  and  so  there  has  been  a  num- 
ber of  assertions  of  penalties. 

You  might  be  interested  to  know  that  just  last  week  as  I  was 
working  on  this  testimony,  I  got  a  call  from  a  real  estate  broker, 
the  owner  of  the  business,  in  a  medium-sized  city  and  he  said,  now, 
I  have  been  filing  my  information  reports  and  I  have  got  some  guys 
in  another  company  who  tell  me  I  am  a  fool  because  all  I  am  doing 
is  giving  the  IRS  ammunition  to  use  against  them.  He  said,  do  I 
really  have  to  do  this? 

And  I  told  him  that,  yes,  he  did  really  have  to  do  this,  and  not 
only  that,  but  applauded  him.  And  he  felt  some  gratification  that 
he  had  been  doing  the  right  thing  by  doing  the  reporting. 

Chairman  Rangel.  If  you  told  him  he  would  go  to  jail  for  not 
doing  it? 

Ms.  GOOLD.  That  is  a  different  problem. 

Chairman  Rangel.  No,  I  am  very  serious  that  I  just  think  that 
people  try  to  cut  their  losses,  and  I  think  it  is  the  right  thing  to 
do.  But  when  the  government  is  losing  as  a  result  of  doing  this, 
and  clearly  there  is  a  gray  area  that  is  involved,  if  you  throw  a  lit- 
tle intent  there  where  it  has  to  be  proven  that  it  is  not  a  mistake 
but  it  is  deliberate,  it  is  a  patent  where  they  tried — thev  have  got 
evidence  that  they  have  termed  people  employees,  and  for  book- 
keeping reasons,  made  them  independent  contractors,  then  that 
gives  us  the  information  to  stop  the  IRS  from  trying  to  be  legisla- 
tors and  just  getting  money. 

But  it  is  not  going  to  be  worked  out  with  the  sharp  differences 
where  the  money  is  lost.  We  know  there  is  abuse  and  we  know  peo- 
ple who  depend  on  these  types  of  people  to  maintain  an  industry. 
They  don't  want  anything  changed.  And  something  is  going  to  be 
changed  because  everyone  recognizes  that  there  is  abuse.  So  we 
need  your  help  and  your  cooperation  so  that  we  can  find  that  bal- 
ance. 

Mr.  Kopetski. 

Mr.  Kopetski.  Thank  you,  Mr.  Chairman. 

Mr.  Thompson,  I  am  a  little  distressed  about  your  oral  state- 
ment. I  was  looking  through  your  written  statement  and  it  helps 
me  a  little  bit,  but  if  I  heard  you  right,  you  said  that  somebody  who 
was  trying  to  make  independent  contractors  employees  under  the 
Health  Security  Act;  did  I  hear  you  right? 

Mr.  Thomas  Thompson.  What  I  was  saying  is  that  within  the 
Health  Security  Act,  that  provision  that  would  give  the  Treasury 
broad  new  authority  to  redefine  and  reclassify  what  have  been 
independent  contractors  and  make  them  employees  by  that  reclas- 
sification is  what  I  had  a  concern  with. 

Mr.  Kopetski.  Well,  I  asked  Secretary  Bentsen  twice  in  fiill  com- 
mittee, asked  Mr.  Samuels  yesterday,  what  the  intent  was  on  this, 
and  clearly  they  said  that  the  intent  was  not  to  turn  what  are  now 
legitimately  independent  contractors  into  employees  for  the  pur- 
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poses  of  the  Health  Security  Act.  I  don't  know  if  you  heard  that 
testimony  or  not. 

Mr.  Thomas  Thompson.  I  did  not. 

Mr.  KoPETSKi.  In  addition,  I  asked  the  Secretary,  who  is  very  fa- 
mihar  with  this  issue  as  well,  having  served  in  the  U.S.  Senate  for 
24  years,  or  something  like  that,  what  was  the  intent  and  what  he 
was  saying — what  he  said  as  a  paraphrase  was  that  he  did  not 
want  to  change  the  existing  status  of  anybody.  What  they  were 
looking  to  do  nere  was  to  make  sure  that  because  of  the  require- 
ments under  the  Health  Security  Act,  that  obviously  there  is  more 
of  an  incentive,  there  would  be  more  of  an  incentive  for  people  to 
cheat,  and  get  out  from  having  to  provide  health  insurance  to  their 
employees.  That  is  the  purpose. 

It  is  not  to  just  with  a  magic  wand  say,  all  of  a  sudden  every- 
body who  was  an  independent  contractor  is  now  an  employee.  I 
think  that  is  really  a  mischaracterization  of  what  is  going  on  here. 
And  quite  frankly,  I  don't  think  it  serves  as  a  constructive  measure 
to  find  a  solution  if  you  truly  want  to  work  with  the  committee  and 
the  President  and  Mrs.  Clinton  in  trying  to  resolve  one  of  the 
thorniest  issues  I  think  is  involved  here. 

Mr.  Thomas  Thompson.  Mr.  Congressman,  certainly  we,  and 
have  been  on  record  and  certainly  want  to  be  a  part  of  tne  solution 
to  this  most  difficult  and  sensitive  issue.  But  I  think  it  is  one  thing 
to  have  an  intent  and  another  thing  to  have  actual  practice,  and 
that  is  why,  prior  to  the  1978  Revenue  Act,  builders  such  as  myself 
were  under  constant  harassment  from  the  IRS  on  this  particular 
issue  of  always  wanting  to  classify  independent  contractors  who 
were  truly  independent  contractors  as  employees,  because  they 
weren't  employees  and  they  did  not  deserve  to  be  classified  as  em- 
ployees. 

So  that  1978  Revenue  Act  came  along,  the  safe  harbor  under  sec- 
tion 530,  the  20-factor  test,  common  industry  practice  has  been  es- 
tablished since  that  time,  and  our  industry  practices  that  and  re- 
lies on  it  and  understands  it,  and  now  to  give  the  Treasury,  even 
though  their  intent  may  be  one  thing,  it  is  what  the  law  ends  up 
saying  and  what  the  regulations  are  that  concerns  us.  But  to  give 
them  that  authority  to  just  wholesale  it — and  I  think  the  Chairman 
really  hit  the  salient  point,  is  that  we  don't  need  to  radically  reform 
the  entire  system  and  to  come  out  with  a  wholesale  system  of 
changes  where  a  total  reclassification  is  provided. 

I  think  if  there  are  instances  where  there  is  a  legitimate  abuse, 
that  we  ought  to  have  antiabuse  provisions,  and  if  people  violate 
those,  they  ought  to  be  dealt  with.  But  clearly  the  vast  majority  of 
people  that  practice  business  in  my  industry  do  it  in  an  independ- 
ent contractor  basis.  We  don't  have  control  over  them.  We  compete 
for  their  time. 

In  my  industry  it  is  tough,  a  lot  of  times  I  get  the  excuse,  I  will 
be  there  tomorrow.  Whereas  if  they  were  an  employee,  they  would 
be.  But  the  intent  is  one  thing. 

We  had  a  meeting  earlier  in  the  White  House  with  Ira  Magaziner 
and  expressed  our  concern  to  him  about  this  potential  authority  for 
the  Treasury  to  rewrite  these  rules,  and  he  assured  us  that  that 
was  not  their  intent.  But  on  the  other  hand,  you  look  at  the  Service 
and  you  look  at  the  $20  billion  that  supposedly  they  say  is  out 
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there,  and  given  the  strains  on  our  deficit  today  and  the  shortage 
of  revenues,  and  so  forth,  that  has  got  to  be  attractive. 

So  to  go  out  there  and  rewrite  the  rules  from  a  wholesale  nature 
would  allow  them  to  realize,  in  their  opinion,  a  lot  more  money,  but 
it  would  be  devastating  to  those  of  us  who  are  practicing  legitimate 
differences  between  employee  and  independent  contractors. 

Mr.  KOPETSKI.  Then  you  don't  think  I  should  believe  the  Sec- 
retary then  when  he  says  the  intent  is  not  to  change  current  prac- 
tice for  independent  contractors? 

You  don't  think  he  can  control  the  Treasury? 

Mr.  Thomas  Thompson.  I  think  there  is  every  reason  and  hope 
to  believe  him,  but  that  is  the  reason  I  am  testifying  here  today, 
to  reemphasize  our  concern  about  the  hope  that  during  the  markup 
process,  that  that  intent  is  preserved,  and  what  the  Secretary  says 
is  the  intent  maintains  itself  and  presents  itself  in  the  bill  and  in 
the  final  language. 

Mr.  KoPETSKl.  And  I  think  we  can  come  together  and  maybe 
even  give  some  better  direction  to  Treasury  in  tne  legislation  and 
the  committee  report,  to  give  them  good  guidance.  Quite  frankly, 
I  think  that  the  language  in  the  bill  that  just  says  "based  on  com- 
mon-law principles"  is  fairly  weak  and  we  ought  to  strengthen  that 
by  adding  some  things. 

And  Mr.  Erlich,  I  have  a  question  for  you. 

I  want  to  make  sure  that  you  and  Mr.  Thompson  agree  that 
there  are  abuses  out  there. 

Mr.  Erlich.  Mr.  Thompson  and  I  absolutely  agree  that  there  are 
abuses.  I  think  Mr.  Thompson  has  spoken  of  the  free-market  forces, 
and  I  think  that  anybody  who  studies  market  economics  under- 
stands that  people  make  business  decisions  based  on  incentives. 
The  incentives  currently  out  there  favor  misclassification.  The  in- 
centive to  avoid  paying  FICA,  State  and  Federal  compensation, 
workers  compensation,  are  powerful.  As  I  said,  those  expenses  add 
up  to  58  percent  of  just  the  wage  costs,  forget  benefits  in  my  area 
for  a  carpenter.  That  is  a  clear  incentive  for  someone  to  misclassify. 

So  when  you  have  an  employer  who  has  7  to  15  people  working 
for  him  week,  after  week,  after  week,  after  week,  at  his  direction, 
and  he  calls  them  "independent  contractors,"  that  is  a  business  de- 
cision made  by  someone  to  save  money  and  underbid  someone  else 
who  plays  by  the  rules.  It  seems  to  me,  if  an  employer  mandate  is 
included  in  the  Health  Security  Act,  that  will  be  one  more  incentive 
for  a  wholesale  fleeing  from  obeying  the  law,  because  employers 
will  look  at  it  and  say,  this  is  one  more  thing  that  I  have  to  pay, 
but  if  I  get  rid  of  them  as  employees  and  call  them  independent 
contractors,  I  can  walk  away  and  it  is  their  problem,  not  mine. 
They  will  therefore  be  able  to  underbid  people  who  play  by  the 
rules. 

Mr.  KoPETSKi.  Well,  do  you  recognize  there  are  legitimate  inde- 
pendent contractors  out  there,  including  in  the  construction  indus- 
try? 

Mr.  Erlich.  There  is  no  doubt  that  they  are.  I  think  in  the  home 
building  field  in  particular,  where  you  are  talking  about  a  builder 
who  may  literally  have  one  plumber,  one  electrician,  who  moves 
around,  yes,  that  is  an  independent  contractor.  But  what  has  hap- 
pened is 
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Mr.  KOPETSKI.  I  thought  the  situation  Mr.  Thompson  talked 
about  where  the  contractor,  even  though  small,  the  single-familv 
dwelling  builder,  regularly  uses  the  same  framer,  the  same  wall- 
paper hanger,  et  cetera 

Mr.  Erlich.  Even  at  the  level  of  commercial  construction,  you 
will  find  someone,  say,  in  my  industry,  someone  who  just  hangs  Ve- 
netian blinds  on  a  project,  this  one  guy,  he  will  show  up  and  do 
it  for  3  days  on  one  project,  go  to  Einother  project  and  subcontract. 
That  is  an  independent  contractor. 

We  have  no  problem  with  that.  It  is  when  the  general  contrac- 
tor's framing  subcontractor  has  six  people  who  work  with  him  as 
part  of  his  crew  that  is  framing — ^those  are  the  framer-subcontrac- 
tor's  employees.  They  are  not  all  six  independent  contractors. 

Mr.  KOPETSKI.  Part  of  the  confusing  part  of  this  is  that  there  is 
a  general  contractor  and  then  there  are  all  these  subcontractors. 
Usually  the  abuse  is  within  the  subcontractor  emplojonent  situa- 
tion? 

Mr.  Erlich.  That  is  correct. 

Mr.  KOPETSKI.  What  would  be  the  effect  of  shifting  the  burden 
of  proof  from  the  employer  to  the  IRS  in  cases  where  employers 
were  subject  to  a  classification  audit  related  to  independent  con- 
tractors on  their  payroll  as  of  the  date  of  the  enactment  of  the 
Health  Security  Act? 

Mr.  Erlich.  Well,  my  fear  about  that  is  that  would  in  some  wav 
sanction  the  practices  that  have  gone  on  until  now,  if  it  was  said, 
up  until  now,  everything  is  OK,  and  the  burden  of  proof  rests  on 
the  IRS. 

I  think  that  if  you  are  going  to  write  legislation  that  will  toughen 
enforcement,  I  think  that  is  a  recognition  of  the  fact  that  there  is 
a  problem  in  the  industry,  and  I  think  the  burden  should  be  on  the 
employer.  The  IRS  obviously  has  to  have  clear  sets  of  criteria  and 
regulations,  but  the  employer  has  a  burden  to  follow  the  rules.  If 
it  walks  like  a  duck  and  talks  like  a  duck,  it  is  a  duck,  and  there 
are  an  awful  lot  of  employees  out  there  who  aren't  being  called 
ducks. 

Mr.  KOPETSKI.  Isn't  there  a  problem  that  these  ducks  are  sitting 
in  these  safe  harbors  and  there  is  no  way  you  can  shoot  at  them? 

Mr.  Erlich.  That  is  right. 

Mr.  KOPETSKI.  At  least  this  has  gone  part  of  the  way  in  shooting 
at  them. 

Mr.  Erlich.  That  is  right.  That  is  why  I  support  the  language. 

Mr.  KOPETSKI.  Maybe  that  is  why  the  President  went  duck  hunt- 
ing. 

Thank  you  very  much. 

Thank  you,  Mr.  Chairman. 

Chairman  Rangel.  Mr.  Thompson,  I  think  you  guys  gave  up  too 
quickly.  If  it  is  the  subcontractors,  and  you  don't  get  it  done,  what 
happens,  who  goes  to  jail  down  there?  I  mean,  maybe  we  should 
really  have  the  subcontractors  here  to  see  whether  they  feel  as — 
the  same  way  about  it  as  you  do? 

Mr.  Erlich.  Mr.  Chairman,  can  I  comment? 

Increasingly  in  the  industry,  general  contractors  are  functioning 
more  and  more  as  brokers.  They  don't  have  anybody  who  works  for 
them,   and  the  actual  work  force,  the  employees,  including  my 
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members,  now  work  for  subcontractors.  They  work  for  framing  sub- 
contractors, concrete  subcontractors,  drywall  subcontractors,  and 
the  general  contractor  literally  functions  as  a  "construction  man- 
ager" and  brokers  the  entire  job. 

Chairman  Rangel.  So  the  general  contractor  becomes  a  manager 
and  then  the  subcontractor  hires  independent  contractors,  and  that 
is  how  we  are  losing  the  money? 

Mr.  Erlich.  That  is  the  problem,  right,  but  the  legitimate  sub- 
contractors who  are  signatory  with  us,  who  work  with  us,  they  all 
have  employees. 

Chairman  Rangel.  So,  Mr.  Thompson,  that  is  not  your  problem? 

Mr.  Thomas  Thompson.  But  a  lot  of— and  it  changes.  Just  like, 
for  example,  on  my  payroll,  Mr.  Chairman,  those  costs  that  the 
gentleman  mentioned  were  55  percent  or  so  of  his,  would  be  about 
25  percent  of  ours,  and  cost  is  just  one  minor  element  of  the  rea- 
sons why  they  cannot  be  classified  as  an  employee,  because  we 
couldn't  keep  them  busy. 

Chairman  Rangel.  But  you  know  exactly  who  Mr.  Erlich  is  talk- 
ing about? 

Mr.  Thomas  Thompson.  Right. 

Chairman  Rangel.  It  is  not  you.  There  are  people  that  go  out 
and  they  have  these  people  every  day  work  for  them  for  years,  and 
they — and  they  are  under  the  threat  of  being  fired  any  time.  They 
probably  get  divorced,  angry,  and  they  go  where  they  are  told  to, 
not  where  they  want  to  go,  and  where  there  is  work,  they  are  told 
to  do  the  work,  and  it  is  that  group  of  people  that  we  are  talking 
about. 

Now,  it  just  seems  to  me  that  if  you  don't  want  the  IRS  to  do 
it,  first  of  all,  you've  got  the  integrity  of  this  committee  to  try  to 
stop  them.  But  we  also  have  a  responsibility  to  respond  as  to  what 
are  we  doing  to  help  them  to  get  the  $20  billion;  right? 

So  you  can  help  us  from  stopping  them  to  do  arbitrary  things 
without  the  benefit  of  hearings,  if  you  understand  Mr.  Erlich  and 
the  union  people,  and  he  sure  understands  what  you  are  talking 
about  with  the  guy  that  comes  in  and  hangs  whatever  they  hang, 
then  why  don't  we  try  to  get  together  and  get  the  type  of  language 
that  you  can  live  with  and  it  is  not  going  to  be  the  20  common- 
law  things,  because  that  is  too  subjective.  I  think  we  all  under- 
stand the  problem  and  you  are  all  scared  to  death  of  the  IRS.  But 
we  get  closer  and  closer.  It  has  been  a  long  time.  One  can  make 
a  career  out  of  this. 

We  appreciate  your  testimony  and  hope  that  no  one  gets  hurt. 

Mr.  Thomas  Thompson.  That  is  a  good  suggestion.  That  is  a 
good  suggestion,  Mr.  Chairman. 

Chairman  Rangel.  The  next  panel  is  the  American  Trucking  As- 
sociations, Michael  Smith,  the  chairman  of  Mayflower;  Ronald 
Baker,  cofounder  of  the  BGM  Industries,  representing  Building 
Service  Contractors  Association  International;  Richard  Thompson, 
Governmental  Affairs  Committee;  Murray  Rosenberg,  International 
Taxicab  and  Livery  Association;  Edward  Delaney,  counsel  for  Coali- 
tion for  Independent  Contractors;  and  Benson  Goldstein,  tax  coun- 
sel. 

The  committee  is  ready  to  hear  testimony. 
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We  will  start  with  the  American  Trucking  Associations,  Mr. 
Smith. 

STATEMENT  OF  MICHAEL  L.  SMITH,  CHAIRMAN  AND  CHIEF 
EXECUTIVE  OFFICER,  MAYFLOWER  TRANSIT,  INC.,  INDIAN- 
APOLIS, IND.,  ON  BEHALF  OF  AMERICAN  TRUCKING  ASSO- 
CIATIONS, INC.,  AND  THE  AMERICAN  MOVERS  CONFERENCE 

Mr.  Smith.  Yes  sir,  Mr.  Chairman,  I  am  Michael  Smith.  I  am 
chairman  and  CEO  of  Mayflower  Transit  and  today  appear  on  be- 
half of  the  American  Trucking  Associations  [ATA]  and  the  Amer- 
ican Movers  Conference  [AMC].  ATA  is  a  federation  comprised  of 
30,000  trucking  companies  and  suppliers  that  belong  directly  to  it 
or  to  a  State  or  specialized  national  affiliate. 

The  American  Movers  Conference,  which  I  currently  chair,  is  a 
national  affiliate  of  ATA  and  on  its  own  represents  over  3,000 
household  goods  movers  nationwide. 

These  members  represent  a  cross  section  of  the  entire  moving  in- 
dustry, including  national,  regional  and  independent  vanlines  and 
agents  affiliated  with  or  representing  such  vanlines. 

Mayflower  Transit  is  the  fourth  largest  national  vanline.  We  are 
headquartered  in  Indianapolis  and  operate  not  only  in  all  50  States 
and  the  District  of  Columbia,  but  in  all  major  international  mar- 
kets. Mayflower  prides  itself  as  the  first  household  carrier  certifi- 
cated by  the  Interstate  Commerce  Commission  and  has  operated 
since  1927. 

We  presently  operate  through  an  agencv  network  of  over  600  do- 
mestic agents.  Independent  contractors  play  a  vital  role  in  several 
segments  of  trucking.  Because  they  both  physically  load  and  unload 
our  customers'  household  goods,  they  have  historically  been  a  back- 
bone of  the  moving  industry. 

There  are  approximately  40,000  independent  contractors  in  the 
moving  industry,  and  over  100,000  more  in  other  segments  of 
trucking.  Independent  contractor  drivers  are  small  businesses 
which  buy  and  operate  their  own  equipment  and  pay  all  of  the  cost 
of  such  businesses,  including  fuel,  maintenance,  labor,  bookkeeping 
and  taxes. 

Furthermore,  as  independent  businesspeople,  they  make  their 
own  decisions  as  to  what  shipments  to  handle,  what  routes  to  take, 
what  businesses  and  personal  expenses  to  assume,  and  which  risks 
to  insure,  including  their  own  risk  of  health  care  costs. 

Such  businesses  exist  not  only  as  a  development  through  history, 
but  are  specifically  outgrowths  of  congressional  recognition  under 
the  Interstate  Commerce  Act  and  the  regulations  of  the  Interstate 
Commerce  Commission. 

Mayflower,  like  most  carriers,  provides  independent  contract 
drivers  an  opportunity  to  purchase  health  insurance  through  mas- 
ter health  plans  made  available  through  independent  insurance 
companies.  Through  Mayflower,  independent  contractor  drivers  can 
choose  between  three  options  of  health  benefits — a  traditional  plan 
with  a  choice  of  deductibles  and  two  varieties  of  plans  with  low 
copayments. 

In  addition,  dental  insurance  is  also  available.  Of  approximately 
1,200  drivers  under  contract  and  operating  year  round  with 
Mayflower,  approximately  one-fourth  of  these  contractors  purchase 
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health  insurance  and  take  advantage  of  such  a  group  health  plan. 
Many  other  contractors  obtain  their  health  coverage  through  other 
sources. 

Since  these  drivers  are  independent  businesses,  I  have  no  way  of 
knowing  how  many  drivers  receive  coverage  throurfi  such  other  re- 
sources. ATA  and  AMC  favor  the  current  ban  on  Treasury  regula- 
tions regarding  the  tax  treatment  of  independent  contractors. 

Any  efforts  bv  Congress  in  allowing  the  Treasury  Department  to 
define  independent  contractors  as  employees  by  regulation  will  cre- 
ate a  presumption  that  independent  contractors  are  no  longer  a  le- 
gitimate form  of  worker  classification. 

Administration  officials  have  met  with  ATA  and  AMC  and  have 
tried  to  provide  assurance  that  they  do  not  plan  any  radical  over- 
haul of  the  statutory  definition  of  employee  and  have  further  re- 
ported that  the  purpose  of  section  7301  is  solely  to  prevent  employ- 
ers from  gaming  the  system  or  modifying  their  current  practices 
from  utilizing  employees  to  utilizing  so-called  independent  contrac- 
tors. But  we  still  believe  that  granting  Treasury  the  power  as  pro- 
posed to  reclassify  workers  is  so  broad  as  to  jeopardize  the  proper 
and  legitimate  use  of  independent  contractors  in  industries  such  as 
ours. 

Currently,  the  revenue  split  between  vanlines,  agents  and  inde- 
pendent contractor  drivers  remains  stable  and  fairly  consistent.  If 
H.R.  3600  passes  as  currently  proposed  all  of  the  participants  in 
the  household  goods  industry  will  be  faced  with  a  dramatic  change 
in  their  relationship.  Most  likely,  independent  contractors  will  be 
forced  into  an  altered  and  unsolicited  business  relationship  as  an 
employee. 

Furthermore,  agents  and  vanlines  which  are  primarily  small 
businesses  will  be  forced  to  absorb  the  major  capital  expenditures 
required  for  equipment  used  by  such  employees  and  will  see  other 
employee  associated  costs  eradicate  all  opportunities  to  make  a 
profit  or  to  remain  in  business.  Even  the  threat  of  reclassification 
will  force  drivers,  vanlines  and  agents  to  reassess  their  business  re- 
lationship. 

Those  of  us  with  a  substantial  history  of  use  of  independent  con- 
tractors cannot  rest  easy  with  the  current  proposal. 

First  of  all,  the  policies  of  today's  officials  will  not  bind  their  suc- 
cessors. Second,  history  has  shown  that  Treasury's  well-intentioned 
efforts  may  have  alarming  results.  Prior  to  enactment  of  section 
530  of  the  Revenue  Act  of  1978  many  moving  companies  were  au- 
dited by  the  IRS.  Workers  were  not  simply  reclassified  but  all  too 
often  businesses  were  closed  and  personal  assets  seized.  It  was  on 
this  note  that  Congress  intervened. 

Although  moving  companies  continue  to  be  the  subject  of  IRS  au- 
dits, many  movers,  especially  small  businesses,  agents  and 
vanlines  alike  have  found  certainty  in  section  530. 

Employee  leasing  rules  which  were  proposed  by  Treasury  in  1987 
would  have  forced  trucking  companies  to  treat  thousands  of  inde- 
pendent contractors  as  leased  employees  for  pension  and  other  em- 
ployee benefits. 

In  providing  a  definition  of  the  leased  employee  which  permitted 
the  continued  relationship  between  an  independent  contractor  driv- 
er and  a  moving  company,  this  very  committee  noted  in  the  legisla- 
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tive  history  of  H.R.  3419,  the  Tax  Simplification  and  Technical  Cor- 
rections Act  of  1993,  that  "the  leased  employee  rules  are  complex 
and  have  unexpected  and  sometimes  indefensible  results,  especially 
as  interpreted  under  regulations  proposed  by  the  Secretary." 

We  understand  and  sympathize  wdth  the  complex  issues  facing 
Treasury.  In  light  of  this  history,  however,  we  ask  you  to  recognize 
our  concerns  regarding  the  prospects  of  massive  reclassification. 
Neither  ATA  nor  AMC  condones  the  practice  of  any  business  pur- 
posely misclassifying  employees  as  independent  contractors. 

Over  the  years,  the  American  Movers  Conference  has  initiated 
many  educational  efforts  to  assist  our  members  to  comply  with  em- 
ployment tax  laws.  And  now  more  recently  for  over  IV2  years  and 
at  the  urging  of  Treasury,  AMC  has  been  involved  with  the  IRS  in 
a  Compliance  2000  project  under  which  Mayflower  has  joined  other 
household  goods  movers  in  discussion  with  the  Service  regarding 
the  tax  treatment  of  independent  contractor  drivers. 

Although  Compliance  2000  is  not  the  solution  to  the  problems 
facing  this  committee  on  this  matter,  we  readily  point  out  that  it 
is  an  example  of  the  trucking  industry  working  for  compliance  with 
tax  laws. 

H.R.  3600  will  cripple  the  household  goods  moving  industry  as 
well  as  a  large  number  of  other  trucking  companies  while  dis- 
regarding their  substantial  investment  and  extensive  history  with 
independent  contractors. 

We  further  question  the  need  for  Congress  to  grant  such  broad 
power  to  reclassify  workers.  The  current  system  of  checks  and  bal- 
ances is  underutilized.  ATA  has  been  a  longstanding  proponent  of 
changes  to  schedule  C  of  IRS  form  1040  to  simply  require  individ- 
uals to  list  their  total  self  employment  income  separately  from 
other  receipts 

Chairman  Rangel.  You  have  extended  your  time  and  we  have 
your  recommendations.  I  just  want  to  ask  a  question.  You  don't  feel 
at  risk  under  current  law  at  all? 

Mr.  Smith.  I  do  not. 

Chairman  Rangel.  You  are  just  here  to  say  that  if  the  law  is 
going  to  be  changed  you  don't  want  the  IRS  to  have  broad  author- 
ity so  that  they  could  reclassify? 

Mr.  Smith.  That  is  correct. 

Chairman  Rangel.  As  a  matter  of  fact  there  is  nothing  in  your 
testimony  that  would  indicate  besides  the  fact  that  they  all  have 
Mayflower  on  them  that  you  have  any  control  over  them  at  all.  If 
they  were  to  challenge  you,  what  rare  case  would  it  be  that  you 
would  be  challenged  that  one  of  these  truckers  who  bought  his  own 
truck  was  an  employee? 

Mr.  Smith.  I  can  only  speculate  because  we  have  never  been 
challenged. 

Chairman  Rangel.  I  don't  think  you  have  a  problem.  Maybe 
your  independent  contractors  would  have  a  problem  in  terms  of  the 
obligation  under  the  Clinton  plan  but  the  other  people  have  bigger 
problems  than  you  do.  So  you  can  stay,  but 

Mr.  Smith.  We  might  find  something  to  say  about  somebody 
else's  problem. 

[The  prepared  statement  follows:] 
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Before  the 

SELECT  REVENUE  MEASURES  SUBCOMMITTEE 

COMMITTEE  OM  WAYS  AMD  MEANS 

U.S.  HOUSE  OF  REPRESENTATIVES 

February  9,  1994 
Washington,  DC 


Statement  of  the 

ANERICAM  TRUCKING  ASSOCIATIONS,  INC. 

on 

EMPLOYMENT  CLASSIFICATION  ISSUES 
UNDER  THE  HEALTH  SECURITY  ACT 


Introduction  and  summarY 

My  name  is  Michael  L.  Smith.   I  am  chairman  and  chief 
executive  officer  of  Mayflower  Transit,  Inc.,  one  of  the  nation's 
largest  van  lines,  which  is  headquartered  in  Indianapolis.   I  am 
appearing  on  behalf  of  the  American  Trucking  Associations  (ATA) , 
the  national  trade  association  of  the  trucking  industry,  and  the 
American  Movers  Conference  (AMC) . 

The  Health  Security  Act  (H.R.  3600)  would:  give  the  Treasury 
Department  authority  to  issue  regulations  classifying  workers  as 
employees  or  independent  contractors;  increase  penalties  for 
failure  to  issue  accurate  Form  1099-Misc  information  returns  to 
independent  contractors;  and  curtail  or  repeal  the  various  safe 
harbors  under  section  530  of  the  Revenue  Act  of  1978. 

o    ATA  and  AMC  favor  retaining  the  current  ban  on  Treasury 

regulations.   We  believe  the  strong  body  of  court  decisions 
and  other  common  law,  plus  the  safe  harbors  of  section  530, 
give  most  taxpayers  in  our  industries  sufficient  certainty 
as  to  who  is  an  independent  contractor.   Past  IRS  efforts  to 
write  employment  regulations  make  us  apprehensive  that  long- 
standing, legitimate  relationships  would  be  jeopardized. 

o    We  share  the  Administration's  concern  that  some  individuals 
may  try  to  "game  the  system."  We  believe  these  concerns  are 
best  addressed  by  improving  compliance,  not  by  reclassifying 
whole  groups  of  workers  and  creating  uncertainty  for  others. 

o    We  have  engaged  in  many  educational  initiatives  on  our  own 
and  in  cooperative  efforts  with  the  IRS,  such  as  Compliance 
2000,  to  improve  compliance  and  understanding  of  an 
inherently  complex  issue. 

o    We  believe  the  IRS  should  make  better  use  of  existing  data 
before  raising  penalties  on  employers.   Specifically,  we 
recommend  that  Schedule  C  be  modified  so  that  IRS  can  match 
information  it  receives  from  Form  1099-Misc  with  amounts 
reported  by  independent  contractors. 

o    We  agree  in  principle  with  the  Administration  that  a 

worker's  classification  for  tax  purposes  should  also  apply 
for  health  care,  hut   such  a  principle  does  not  justify  the 
Administration's  overly  broad  and  threatening  approach.   We 
stand  ready  to  work  with  Congress  and  the  executive  branch 
to  achieve  more  constructive  solutions. 
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Background 

ATA  is  a  federation  comprising  30,000  trucking  companies  and 
suppliers  that  belong  directly  to  ATA  or  its  51  state  and  11 
specialized  national  affiliates.   ATA  includes  motor  carriers  of 
all  sizes  and  types,  ranging  from  single  owner-operators  to  major 
companies  that  employ  drivers,  contract  with  owner-operators,  or 
both.   AMC,  which  I  currently  chair,  is  a  national  affiliate  of 
ATA.   On  its  own,  AMC  represents  over  3000  household  goods  movers 
nationwide,  including  national  van  lines  like  Mayflower,  agents 
affiliated  with  national  van  lines,  and  independent  regional  and 
national  movers. 

Mayflower  Transit  is  the  fourth  largest  national  van  line. 
Mayflower  is  located  in  Indianapolis,  Indiana,  and  operates  in 
not  only  all  50  states  and  the  District  of  Columbia,  but  in  all 
major  international  markets.   Mayflower  prides  itself  as  the 
first  household  goods  carrier  certificated  by  the  Interstate 
Commerce  Commission  and  has  operated  since  1927.   It  presently 
operates  through  an  agency  network  of  over  600  domestic  agents. 

Independent  contractors  play  a  vital  role  in  several 
segments  of  trucking.   Because  they  both  physically  move  the 
goods  and  drive  the  trucks,  they  have  historically  been  the 
backbone  of  the  moving  industry.   There  are  approximately  40,000 
independent  contractors  in  the  moving  industry  and  over  100,000 
more  in  other  segments  of  trucking.   Independent  contractor 
drivers  are  small  businesses  that  buy  and  operate  their  own 
equipment  and  pay  all  of  the  costs  of  such  businesses,  including 
fuel,  maintenance,  labor,  bookkeeping  and  taxes.   Such  businesses 
are  specifically  recognized  by  Congress  in  the  Interstate 
Commerce  Act  (49  U.S.C.  11107)  and  regulations  of  the  Interstate 
Commerce  Commission  (49  CFR  1057) .   As  independent  business 
people,  they  make  their  own  decisions  as  to  what  shipments  to 
handle,  what  routes  to  take,  and  what  business  and  personal 
expenses  to  assume  and  which  to  insure  against,  including  health 
care  costs. 

Independent  contractors  under  H.R.  3  600 

The  Administration  has  proposed  language  in  the  Health 
Security  Act  (H.R.  3600)  that  would  put  the  future  of  independent 
contractors  in  doubt.   We  urge  rejection  of  this  proposal. 

Specifically,  section  7301  of  H.R.  3600  would  give  the 
Treasury  Secretary  authority  to  issue  regulations  prospectively 
classifying  workers  as  employees.   "Significant  weight"  is  to  be 
given  the  common  law  classification  of  workers,  but  only  a  few 
types  of  workers  would  be  beyond  the  reach  of  reclassification  by 
regulation:   direct  sellers  and  real  estate  agents,  who  are  non- 
employees  by  statute,  and  a  few  classes  of  statutory  employees. 

Section  7302  would  increase  penalties  for  service  recipients 
that  fail  to  issue  1099s  or  that  issue  incorrect  1099s.   Section 
7303  would  put  into  the  Internal  Revenue  Code  parts  of  section 
530  of  the  Revenue  Act  of  1978  but  greatly  limit  businesses' 
ability  to  use  the  section's  current  safe  harbors. 

Why  Congress  should  leave  emplovee  classification  as  is 

Administration  officials  have  met  with  ATA  and  AMC  and  tried 
to  provide  assurance  that  they  do  not  plan  any  radical  overhaul 
of  the  definition  of  employee.   They  have  stated  that  the  purpose 
of  section  7301  is  solely  to  prevent  employers  from  "gaming  the 
system"  or  switching  employees  to  independent  contractor  status. 
But  these  assurances  are  unconvincing  for  two  reasons.   First, 
however  "moderate"  current  officials  may  be,  they  cannot  bind 
their  successors.   Second,  previous  efforts  by  the  IRS  to  define 
employees  for  various  purposes  have  had  alarming  results,  as 
detailed  in  the  following  examples. 
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Pre-1978  experience.   Before  enactment  of  section  530  of  the 
Revenue  Act  of  1978,  many  trucking  and  moving  companies  were 
audited  by  the  IRS.   Workers  were  not  simply  reclassified  but, 
all  too  often,  businesses  were  closed  and  personal  assets  seized. 
Although  audits  have  continued,  and  businesses  that  have 
misclassif ied  workers  may  be  forced  to  change  their  practices 
and/or  pay  taxes  and  penalties,  section  530  has  brought  much 
greater  security  to  businesses  that  have  treated  workers  as 
independent  contractors  in  good  faith.   Treasury  now  proposes  to 
abolish  that  measure  of  certainty. 

Employee  leasing  rules.   Treasury  proposed  rules  in  1987 
that  would  have  forced  trucking  companies  to  treat  thousands  of 
independent  contractors  (even  ones  acknowledged  by  the  IRS  as 
such)  as  "leased  employees"  for  pension  and  other  benefits 
purposes.   In  providing  a  clearer  statutory  definition  of  leased 
employee  in  H.R.  3419,  the  Tax  Simplification  and  Technical 
Corrections  Act  of  1993,  this  Committee  noted  (H.  Rept.  103-353, 
p.  32) ,  "The  leased  employee  rules  are  complex  and  have 
unexpected  and  sometimes  indefensible  results,  especially  as 
interpreted  under  regulations  proposed  by  the  Secretary. " 
(emphasis  added) 

We  can  understand  and  sympathize  with  the  complex  issues 
facing  Treasury.   In  light  of  these  and  other  attempts  by 
Treasury  to  define  employees  for  various  purposes,  however,  we 
ask  you  to  recognize  our  concerns  regarding  the  prospects  of 
massive  reclassification.  We  urge  you  to  leave  current  law  alone. 

Current  law  works.   Despite  complaints  and  "horror  stories" 
regularly  trotted  before  this  and  other  committees  that  have  held 
hearings  on  employee  classification,  there  are  many  industries  in 
which  the  current,  common  law  approach  to  classification  works 
well.   For  instance,  in  trucking  there  is  a  long  history  of  case 
law,  including  Supreme  Court  decisions,  establishing  conditions 
under  which  drivers  are  independent  contractors.   ATA  and  AMC 
have  both  worked  hard  to  educate  their  members  regarding 
classification  criteria.   We  have  also  worked  with  IRS  and 
Treasury  staff  on  a  number  of  initiatives  to  improve  certainty 
and  compliance. 

"Current  law"  does  not  imply  an  absence  of  guidance.   The 
IRS  issues  hundreds  of  private  letter  rulings  and  technical 
advice  memoranda  per  year,  and  courts  continue  to  rule  on 
employment  classification  cases.   In  fact,  it  is  the  very 
continuity  of  current  law  that  makes  it  the  best  solution  for  an 
inherently  complicated  problem. 

This  process  can  be  augmented  by  cooperative  efforts  such  as 
Compliance  2000.   For  over  a  year  and  a  half,  and  at  the  urging 
of  Treasury,  AMC  has  been  involved  with  the  IRS  in  a  Compliance 
2000  project,  under  which  Mayflower  and  other  household  goods 
movers  have  met  with  IRS  personnel  to  discuss  audit  procedures 
for  the  tax  treatment  of  drivers.   Although  Compliance  2000  is 
not  the  sole  solution  to  the  problems  facing  this  Committee,  it 
is  an  example  of  how  this  industry  has  worked  for  improved  tax 
compliance  and  certainty.   H.R.  3600  would  negate  these  efforts 
and  destroy  whatever  certainty  now  exists. 

How  to  improve  compliance 

As  we  have  argued  before,  the  real  difficulty  is  not  with 
the  present  method  of  classification,  but  with  selected 
compliance  problems.   Indeed,  even  Treasury  says  that  it  wants  to 
give  "significant  weight"  to  the  common  law  but  that  it  is 
concerned  about  compliance.   Treasury  officials  have  explained 
that  they  included  sections  7301-03  in  H.R.  3600  for  two  reasons. 

First,  an  overriding  goal  of  the  health  care  reform 
initiative  is  to  assure  health  coverage  for  every  American.   The 
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Administration  has  chosen  to  pursue  that  goal  by  mandating  that 
employers  pay  a  premium  for  every  employee.   To  ease  the  burden 
of  premiums  on  small  employers  of  low-wage  workers,  the 
Administration  would  offer  "subsidies"  in  the  form  of  lower 
premiums  based  on  average  wage  and  number  of  employees.   Both  the 
mandatory  premium  and  the  discount  create  incentives  for 
employers  to  "game"  the  system  (minimize  the  number  of  employees, 
spin  off  or  "lease"  high-wage  employees,  etc.).   Therefore, 
Treasury  wants  to  be  able  to  decide  by  regulation  whether  certain 
categories  of  workers  are  employees. 

Second,  having  made  such  determinations  for  health  care 
purposes,  Treasury  wants  to  apply  the  same  definitions  for 
employment  and  income  tax  purposes,  for  the  sake  of 
administrative  simplicity  and  to  further  limit  "gaming." 

Many  employer  and  independent  contractor  representatives 
believe  that  an  unstated  but  equally  important  objective  of  IRS 
officials  is  to  maximize  the  number  of  workers  treated  as 
employees  for  ease  of  tax  collection. 

However,  we  believe  it  makes  more  sense  to  target 
enforcement  on  suspected  problem  areas  than  to  jeopardize  the 
status  of  all  independent  contractors  through  sweeping 
regulations.   The  Treasury  itself  noted  in  its  1991  report, 
"Taxation  of  Technical  Services  Personnel:   Section  1706  of  the 
Tax  Reform  Act  of  1986",  that  compliance  can  be  as  high  for  some 
independent  contractors  as  for  employees. 

Making  better  use  of  Schedule  C.   Specifically,  ATA  for 
several  years  has  proposed  measures  to  improve  tax  compliance  by 
independent  contractors.   In  repeated  meetings  with  Treasury  and 
IRS  officials  and  in  testimony  to  this  Subcommittee  on  July  23, 
1992,  we  have  urged  two  simple  changes  to  Schedule  C  of  IRS  Form 
1040  that  would  lead  to  a  number  of  benefits  for  compliance: 

o    Require  individuals  to  list  their  total  self-employment 
income  separately  from  other  receipts. 

o    Require  that  they  list  the  amount  paid  by  each  service 
recipient  and  the  payor's  name. 

The  IRS  would  then  be  able  to  match  the  total  from  Schedule 
C  against  the  amounts  the  IRS  had  posted  on  the  individual's 
master  file.   Where  a  discrepancy  existed,  the  IRS  could  see 
which  payors  were  omitted  from  Schedule  C.   This  process  has 
worked  well  for  a  decade  in  boosting  compliance  on  dividend  and 
interest  income.   The  process  would  enable  the  IRS  to  target  and 
resolve  discrepancies  much  more  efficiently  and  less  intrusively 
than  is  presently  possible. 

Because  self-employed  individuals  would  be  eligible  for  the 
largest  reduction  in  employer  premiums,  identification  of  their 
self -employment  income  is  especially  important  under  the 
Administration's  plan.   The  above  suggestion  would  make  such 
identification  much  easier. 

Penalties.   Many  penalties  in  the  tax  code  have  been 
increased  in  the  past  decade,  yet  both  IRS  officials  and  outside 
researchers  have  expressed  doubt  about  the  value  of  increasing 
penalties  in  general.   We  urge  the  Committee  to  seek  evidence 
that  the  proposed  penalty  increase  would  be  useful  in  boosting 
compliance  before  adopting  it. 

Consistency 

The  Administration  argues  that  consistency  is  needed  in 
determining  who  is  an  employee  for  health  care  and  tax  purposes. 
The  IRS  must  make  this  determination  for  tax  purposes  anyway 
(assuming  the  agency  is  not  going  to  follow  the  decisions  of  each 
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regional  alliance) .   Furthermore,  there  is  a  long  history  of  both 
agency  practice  and  court  decisions  to  guide  businesses  and 
individuals  in  making  the  determinations. 

We  agree  in  principle  with  the  Administration  that  consis- 
tency in  defining  workers  for  different  purposes  is  desirable. 
As  multistate  companies,  our  members  already  face  a  plethora  of 
laws  defining  employment  status  for  federal  and  state  employment 
tax,  income  tax,  benefits,  labor  standards  and  workers'  compen- 
sation purposes.   But  the  Administration's  "solution"  would 
overturn  an  area  of  law  that  is  reasonably  well  settled  for  many 
employers  and  impose  a  regime  of  letting  Treasury  rewrite  the 
definition  in  a  way  that  may  not  conform  to  any  existing  stan- 
dard.  We  think  it  makes  more  sense  to  have  the  health  care 
definition  of  employee  match  the  existing  federal  tax  practice. 
Incidentally,  this  is  what  White  House  health  care  advisor  Ira 
Magaziner  said  would  be  the  Administration's  position  last  fall. 

Therefore,  we  recommend  that  section  530's  safe  harbors  be 
amplified  to  cover  health  care  and  income  tax  as  well  as 
employment  tax. 

Conclusion 

The  Administration's  proposals  regarding  classification  of 
workers  under  the  Health  Security  Act  appear  to  reflect  mixed 
motives.  We  believe  their  goal  of  consistent  treatment  of  workers 
for  health  care  and  tax  purposes  is  sensible.   But  the  goal  can 
best  be  met  by  leaving  existing  definitions  and  practices  alone 
rather  than  by  allowing  Treasury  regulations  writers  to  overturn 
decades  of  precedent.   The  goal  of  improving  compliance  can  best 
be  achieved  by  making  better  use  of  existing  data  rather  than  by 
increasing  penalties  for  1099s. 
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Chairman  Rangel.  Mr.  Baker. 

STATEMENT  OF  RONALD  BAKER,  PRESmENT,  BUILDING 
SERVICE  CONTRACTORS  ASSOCIATION  INTERNATIONAL, 
AND  COFOUNDER,  BGM  INDUSTRIES;  ACCOMPANIED  BY 
RICHARD  L.  THOMPSON,  CHAIRMAN,  GOVERNMENT  AFFAIRS 
COMMITTEE,  BUILDING  SERVICE  CONTRACTORS 

ASSOCIATION      INTERNATIONAL      AND      PRESIDENT      AND 
CHIEF  EXECUTIVE  OFFICER,  P&R  ENTERPRISES,  INC. 

Mr.  Baker.  Good  afternoon  Mr.  Chairman,  For  the  record  my 
name  is  Ronnie  Baker.  I  am  cofounder  of  BGM  Industries.  It  is  my 
pleasure  to  appear  before  you  today,  not  only  as  a  small  business- 
man concerned  about  the  future  of  my  company  and  its  3800  men 
and  women  who  work  in  Missouri,  Kansas,  Colorado  and  Arkansas, 
but  as  the  president  of  the  Building  Service  Contractors  Associa- 
tion International  [BSCAI]. 

BSCAI  represents  an  industry  that,  according  to  the  Department 
of  Labor  projections,  by  the  year  2000  will  create  555,000  jobs — 
new  jobs — and  have  a  total  work  force  of  3.45  million  employees. 

The  issue  before  your  committee,  the  classification  of  employees, 
as  it  relates  to  the  employment  status  provisions  of  the  Health  Se- 
curity Act,  is  critical  to  the  continued  success  and  growth  of  the 
building  service  contracting  industry  and  its  3  million  plus  minor- 
ity-based work  force.  Congressional  hearings  have  documented  that 
employers  who  exploit  the  ambiguities  in  the  employment  tax  laws 
by  intentionally  mis  classifying  workers  or  evading  enforcement  ef- 
forts under  the  protection  of  section  530  safe  harbors  can  severely 
impact  the  law  abiding  taxpayer,  deprive  Federal  and  State  Gov- 
ernments of  employment  tax  revenues,  as  well  as  benefits  that  are 
rightfully  due  each  worker  in  the  Nation.  The  issue  at  hand  today 
is  not  whether  health  care  reform  is  necessaiy  but  how  each  Amer- 
ican's best  interest  can  be  served  and  not  strike  American  industry 
with  a  devastating  blow  that  could  leave  us  reeling  with  economic 
disaster.  Regardless  of  health  care,  the  current  law  needs  to  be 
clarified  and  section  530  safe  harbor  provisions  repealed.  Legiti- 
mate subcontracting  is  not  an  issue  with  us. 

What  is  at  issue  is  those  that  have  used  and  continue  to  use  safe 
harbor  530  as  a  hiding  place  to  take  advantage  of  law  abiding  com- 
panies. 

I  wish  to  introduce  at  this  time  Richard  L.  Thompson,  CBSE, 
president  and  chief  executive  officer  of  P&R  Enterprises,  Falls 
Church,  Va.  He  is  chairman  of  our  association's  Government  Af- 
fairs Committee.  He  will  have  added  comments  at  this  time. 

[The  prepared  statement  and  attachments  follow:] 


354 


STATEMENT  OF  RONALD  BAKER  AND  RICHARD  L.  THOMPSON 
BUILDING  SERVICE  CONTRACTORS  ASSOCIATION  INTERNATIONAL 


Good  morning,  Mr.  Chairman.  For  the  record,  my  name  is  Ronald  Baker,  CBSE,  co- 
founder  of  BGM  Industries,  Kansas  City,  Missouri.  It  is  my  pleasure  to  appear  before 
you  today  not  only  as  a  small  businessman  concerned  about  the  future  of  my  company 
and  it's  3,800  employees,  but  as  President  of  the  Building  Service  Contractors  Associa- 
tion International.  BSCAI  represents  an  industry  that,  according  to  Department  of 
Labor  projections,  by  the  year  2000  will  create  555,000  new  jobs  and  have  a  total  work 
force  of  3.45  million  janitors. 

The  issue  before  your  committee,  the  classification  of  employees  as  it  relates  to  the 
"Employment  Status  Provisions"  contained  in  Title  VII,  Subtitle  C,  Section  7301-7302  of 
the  Health  Security  Act,  is  critical  to  the  continued  success  and  growth  of  the  building 
service  contracting  industry  and  its  three  million  plus  minority  based  labor  force.  Con- 
gressional hearings  have  documented  that  employers  who  exploit  the  ambiguities  in 
the  employment  tax  laws  by  intentionally  misclassifying  workers  or  evading  enforce- 
ment efforts  under  the  protection  of  Section  530  safe  harbors  can  severely  impact  the 
law  abiding  taxpayer,  deprive  federal  and  state  governments  of  employment  tax  rev- 
enues, as  well  as  the  benefits  that  are  rightfully  due  each  and  every  worker  in  the  na- 
tion. 

The  issue  at  hand  today  is  not  whether  health  care  reform  is  necessary,  but  how  it  can 
serve  each  American's  best  interests  and  not  strike  American  industry  with  a  devastat- 
ing blow  that  could  leave  us  reeling  with  economic  disaster. 

The  cornerstone  of  not  only  the  President's  proposal  but  other  congressional  proposals 
is  the  employee/employer  relationship.  Therefore,  we  sincerely  believe  that  not  cor- 
recting the  existing  problems  of  employee  classification  before  enacting  national  health 
care  reform  will  only  exacerbate  the  current  problems  of  employee  classification.  At- 
tempts to  correct  the  problem  of  misclassification  of  workers  after  the  fact  would  neces- 
sitate a  complicated  and  time  consuming  process  that  to  date  Congress  and  previous 
Administrations  have  not  been  able  to  resolve. 

I  wish  to  introduce  at  this  time  Richard  L.  Thompson,  CBSE,  President  and  Chief  Ex- 
ecutive Officer  of  P  &  R  Enterprises,  Inc.  of  Falls  Church,  Virginia.  His  firm  has  pro- 
vided janitorial  services  since  1954  to  commercial  and  institutional  clients  in  the  metro- 
politan Washington,  D.C.  area.  Mr.  Thompson  also  serves  as  Chairman  of  our 
association's  Government  Affairs  Committee. 
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Mr.  Chairman  and  committee  members,  it  is  my  privilege  today  to  testify  on  behalf  of 
the  Building  Service  Contractors  Association  International. 

BSCAI  is  an  association  of  companies  involved  predominately  in  the  contracting  of 
janitorial  services.  BSCAI  is  incorporated  as  a  501(c)(6)  trade  association.  We  currently 
have  approximately  2,600  member  companies  throughout  the  United  States  and  the 
world.  Our  headquarters  is  located  at  10201  Lee  Highway,  Suite  225,  Fairfax,  Virginia 
22030. 

With  the  Chairman's  permission,  I  would  like  to  briefly  discuss  the  current  situation 
throughout  the  United  States  regarding  misclassification  of  workers  as  independent 
contractors,  as  it  relates  to  the  Health  Security  Act,  specifically  Subtitle  C  and  our  in- 
dustry. 

Tertninology.  The  misclassification  issue  here  in  the  Congress  and  at  the  IRS  is  dis- 
cussed in  the  context  of  classifying  workers  as  "employees"  or  "independent  contrac- 
tors." In  the  building  services  industry,  we  refer  to  this  issue  as  the  "illegal  subcon- 
tracting" problem.  While  the  terminology  is  somewhat  different,  the  issue  is  the  same. 

How  Companies  In  Our  Industry  Do  Business.  Business  in  our  industry  is  generally 
done  on  a  contract  bid  system.  Commercial  building  owners  or  commercial  tenants 
soUcit  bids  from  potential  cleaning  companies.  Interested  companies  in  that  market 
submit  bids.  The  owner  or  tenant  then  accepts  the  bid  which  best  meets  his  or  her 
needs. 

The  Misclassification  Problem  In  Our  Industry.  Based  on  our  knowledge  and  experi- 
ence of  the  industry,  BSCAI  beheves  the  typical  cleaning  company  in  the  building 
services  industry  treats  its  workers  as  employees,  not  independent  contractors.  This  is 
the  "prevailing  industry  practice,"  certainly  when  viewed  on  a  national  basis.  We  also 
believe  this  to  be  the  case  with  respect  to  nearly  all  individual  local  markets.  We  have 
submitted  correspondence  to  the  IRS  on  this  point.  It  is  attached  and  marked  Adden- 
dum A. 

The  IRS  uses  20  common  law  factors  to  determine  whether  a  worker  is  an  "employee" 
or  an  "independent  contractor."  We  believe  that  under  any  reasonable  interpretation  of 
this  test,  the  workers  in  our  industry  are  "employees." 
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The  misclassification  problem  occurs  in  our  industry  when  a  firm  bidding  for  a  clean- 
ing contract  does  so  based  on  "subcontracting"  the  actual  cleaning  work  to  "indepen- 
dent contractors"  (the  actual  workers  who  do  the  cleaning). 

A  firm  bidding  on  this  basis  has  an  obvious  competitive  advantage  vis-a-vis  a  firm 
bidding  based  on  classifying  its  workers  as  employees.  The  firm  supposedly  "subcon- 
tracting" the  work  does  not  have  to  concern  itself  with  various  labor  burden  costs,  such 
as  federal  PICA,  FUTA,  state  SUTA,  worker's  compensation  and  general  liability  insur- 
ance costs.  The  "subcontracting"  tirm  also  does  not  have  the  administrative  costs 
associated  with  tax  compliance  for  employees.  This  package  of  costs  vary  from  state  to 
state,  but  is  generally  in  the  range  of  twenty  to  twenty-five  percent  of  the  contract  price. 

The  problem  appears  to  be  growing  worse  as  more  and  more  local  markets  are  affected. 
In  some  cases  such  as  in  Houston  and  Dallas,  the  "subcontracting"  practice  has  become 
so  prevalent  that  it  may  -  absent  action  by  Congress  and/ or  the  IRS  -  become  the  "de 
facto"  prevailing  industry  practice  in  those  markets.  During  the  1980's,  in  the  city  of 
Dallas,  Texas,  alone,  it  is  estimated  that  10,000  tax  paying  employees,  primarily  minori- 
ties, were  displaced  by  "subcontractor  workers."  The  Dallas  office  of  the  IRS  stated  that 
83%  of  these  "subcontractor"  workers  were  non-compliant  in  the  payment  of  state  aixd 
federal  wage  and  unemployment  taxes. 

Protecting  the  Workers.  Previous  Congressional  testimony  has  addressed  in  detail  the 
harm  done  to  the  workers  involved  in  misclassification.  We  think  the  harm  is  fairly 
obvious. 

While  a  worker  so  misclassified  may  gain  the  temporary  advantage  of  not  having  his  or 
her  wages  subject  to  withholding,  that  worker  loses  a  number  of  benefits  and  protec- 
tioris,  such  as  worker's  compensation,  unemployment  insurance  protection,  employer 
contributions  to  his  or  her  social  security,  etc. 

I  would  also  add  that  the  workers  involved,  at  least  in  our  industry,  are  often  recent 
immigrants  to  the  United  States  who  are  even  more  subject  to  potential  abuse  because 
of  their  unfamiliarity  with  the  language  and  the  law. 

Clearly,  workers  lose  out  when  their  status  is  misclassified  by  an  employer. 
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The  federal,  state  and  local  governments,  1  would  add,  also  lose  substantial  amounts  of 
tax  revenue. 

The  Impact  of  the  Safe  Harbor  Provisions.  We  believe  it  is  not  a  coincidence  that  our 
problems  with  illegal  subcontracting  began  around  1978  when  Congress  added  these 
provisions  to  the  tax  code.  While  we  can't  prove  this,  I  think  you  will  agree  the  coinci- 
dence is  striking. 

The  prior  tax  audit  provision  in  particular  has  proven  to  be  a  problem.  It  is  our  under- 
standing that  a  company  which  has  undergone  a  prior  audit  is  then  protected  for  the 
indefinite  future  from  IRS  inquiry  concerning  the  classification  of  that  company's  work- 
ers. We  understand  this  is  true  even  if  the  audit  was  for  something  such  as  income 
taxes  and  not  specifically  directed  to  employment  taxes. 

We  believe  this  provision  "rewards"  a  company  misclassifying  workers.  It  is  unfair  to 
competing  firms.  It  is  bad  tax  policy.  It  harms  workers.  It  harms  the  federal,  state  and 
local  government  through  lost  tax  revenue.  Sections  7301  and  7302  of  the  Health  Secu- 
rity Act  can  lead  to  the  resolution  of  this  serious  problem  for  our  industry  and  others  in 
the  Coalition  for  Fair  Worker  Classification  who  share  our  same  concern. 

Perhaps  the  biggest  negative  of  Congress'  passage  of  the  safe  harbor  provisions  was  the 
very  strong  signal  it  sent  to  the  IRS  to  tread  softly  in  this  area.  Action  by  Congress  in 
the  1980s  was  insufficient  to  undo  the  harm  done  in  1978. 

We  do  our  workers  no  favor  if  we  rob  them,  through  misclassification  as  independent 
contractors,  of  worker's  compensation,  unemployment  insurance,  disability  insurance, 
protection  under  the  Fair  Labor  Standards  Act,  the  Occupational  Safety  and  Health  Act, 
the  American  with  Disabilities  Act,  the  Family  Leave  and  Medical  Act  of  1993  and 
protection  through  the  Equal  Employment  Opportunity  Commission  which  have  been 
erected  by  the  federal  and  state  government  over  the  past  half  century. 

To  Summarize  the  Problem  in  Our  Industry.  Workers  in  our  industry  traditionally 
under  applicable  common  law  are  "employees." 

The  prevailing  practice  in  our  industry  is  to  treat  workers  as  employees,  not  indepen- 
dent contractors. 
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Misclassification  creates  a  competitive  problem.  Companies  bidding  against  each  other 
have  different  cost  structures  because  one  of  those  companies  is  misclassifying  its 
workers  as  "independent  contractors"  rather  than  "employees." 

We  beheve  this  to  be  unfair,  contrary  to  current  applicable  law,  and  harmful  to  the 
workers  themselves. 

We  believe  strongly  this  is  a  matter  of  fundamental  fairness.  From  our  perspective, 
comparues  acting  responsibly  and  classifying  workers  -  correctly  -  as  employees  are  put 
at  a  competitive  disadvantage  by  firms  incorrectly  classifying  their  workers  as  "inde- 
pendent contractors." 


Recommendations.  We  believe  that  Congress  should  support  the  language  in  Subtitle 
C  in  that  it  clarifies  with  legislative  and  regulatory  oversight  the  resolution  of  a  long 
standing  issue  that  to  date  has  handicapped  the  entrepreneurial  spirit  of  the  small 
business  owner,  deprived  employees  of  benefits  due  them  under  the  law,  and  robbed 
the  federal  and  state  governments  of  much  needed  revenues. 

As  noted  earlier  in  our  testimony,  the  current  cost  difference  between  building  service 
contractors  treating  their  workforce  as  "employees"  versus  those  claiming  their 
workforce  as  "independent  contractors"  is  20-25%  of  the  typical  contract  price.  If  the 
costs  of  employer  mandated  health  care  are  added  on  top  of  this  already  substantial 
cost  difference,  it  is  possible  -  perhaps  likely  -  that  the  entire  building  service  contractor 
industry  will  seek  to  become  one  of  "independent  contractors."  It  will  simply  be  a 
matter  of  economic  survival.  Will  this  be  good  for  the  industry?  No.  Will  it  benefit  the 
workers  in  our  industry?  No.  Will  it  help  enforcement  and  payment  of  employment 
taxes  at  the  federal  and  state  levels?  No.  We  believe  that  as  one  of  the  nation's  largest 
employers,  the  building  service  contracting  industry  and  its  employees  should  be  given 
the  opportunity  to  participate  "on  a  level  playing  field." 

There  are  few  that  argue  the  important  role  that  American  small  businesses  will  play  in 
the  future  growth  and  stability  of  our  economy.  Too  often  our  efforts  to  create  eco- 
nomic growth  and  new  jobs  are  interrupted  by  inequities  of  our  own  creation,  in  this 
case,  ambiguities  in  the  employment  tax  laws.  In  the  interest  of  securing  not  only  our 
nation's  economic  best  interests  but  the  health  and  welfare  of  our  citizens,  it  is  cur  hope 
that  this  committee  and  Congress  will  support  and  encourage  the  inclusion  of 
Subchapter  C  in  the  Health  Security  Act. 
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On  behalf  of  our  association's  President,  Ron  Baker,  I  want  to  thank  the  Chairman  and 
members  of  the  Subcommittee  for  this  opportunity  to  present  BSCAI's  views  on  this 


We  would  be  most  happy  to  answer  any  questions  which  the  members  or  committee 
staff  may  wish  to  ask. 

Thank  you. 
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Mr.  David  G.  Blattner 

Assistant  Commissioner  (Examination) 

Internal  Revenue  Service 

Room  2501 

1111  Constitution  Avenue,  NW 

Washington,  O.C.   20224 

Dear  Mr.  Blattner: 

We  previously  sent  you  a  letter,  dated  May  24,  1989, 
on  behalf  of  the  Building  Service  Contractors  Association 
International  ("BSCAI"),  in  which  BSCAI  stated  its  belief 
that  building  service  companies'  treatment  of  maintenance 
workers  as  independent  contractors,  rather  than  as  employees, 
is  not  in  accordance  with  any  long-standing,  recognized 
practice  of  a  significant  segment  of  the  building  service 
industry,  as  sanctioned  by  Section  530(a)(2)(c)  of  the 
Revenue  Act  of  1978.   A  copy  of  that  letter  is  enclosed  for 
your  convenience. 

BSCAI  and  some  of  its  members  have  continued  to 
investigate  and  monitor  this  subject;  i.e.,  the 
misclassification  of  maintenance  workers  as  independent 
contractors.   It  appears  that  this  practice  is  particularly 
prevalent  in  the  areas  of  Atlanta,  Dallas  and  Houston. 
Further,  it  is  predictable  that  the  practice  will  grow 
nationwide  as  a  reaction  to  the  recent  legislation  increasing 
the  minimum  wage.   Obviously,  the  competitive  advantage 
enjoyed  by  companies  who  treat  their  maintenance  workers  as 
independent  contractors  will  only  expand  when  the  wages  paid 
to  employees  by  the  remaining  employers  increase. 


Tetoolione:  (202)  857-6000    Cable:  AHFOX    Telex:  WU  892672     17X440266    Telecopier  (202)  857-6395 
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If  you  have  any  questions  or  if  the  Building  Service 
Contractors  Association  International  can  be  of  any 
assistance  in  this  matter,  please  feel  free  to  contact  us. 


Very  truly  yours, 

fi^ou^     if.. 

Allen  G.    Siegel 


Enclosure 


Ms.   Carol  A.    Dean 
Mr.    Richard  N.    Gross 
Mr.   James  S.   Netterstrom 
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May   24,    1989 


Mr.  David  G.  Blattner 

Assistiant:  Commissioner  (Examinatiion) 

Internal  Revenue  Service 

1111  Constitution  Avenue,  N.W. 

Room  2501 

Washington,  D.C.   20224 

Dear  Mr.  Blattner: 

We  represent  the  Building  Service  Contractors 
Association  International  ("BSCAI").   It  has  come  to  BSCAI's 
attention  that  the  Internal  Revenue  Service  is  in  the  process 
of  examining  the  practice  in  the  building  service  industry  o£ 
treating  maintenance  workers  as  independent  contractors  or  as 
employees,  for  purposes  of  Section  530(a)(2)(C)  of  the 
Revenue  Act  of  1978.   As  will  be  explained  more  fully  below, 
BSCAI  submits  that  treatment  of  maintenance  workers  as 
independent  contractors,  rather  than  as  employees,  is  not  in 
accordance  with  any  long-standing,  recognized  practice  of  a 
significant  segment  of  the  building  service  industry. 

BSCAI  is  a  private,  non-profit  association  chartered 
in  the  District  of  Columbia.   Founded  in  1965,  BSCAI's 
members  currently  consist  of  approximately  1,500  building 
service  contracting  firms  throughout  the  United  States,  and 
an  additional  100  firms  outside  the  United  States,  which,  in 
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turn,    employ  well   ever   100,000   maintenance   workers.      3SCAI    is 
a  member  of,    and  is   the   sole   representative  of   the  United 
States    in,    the  world  Federation  of    Building  Service  Contrac- 
tors.     BSCAI    presently   is   serving  as    the   secretariat,    or 
administrative  arm,    of   the  World  Federation. 

One  of   BSCAI 's   stated  objectives    is   to    "monitor  the 
activities   of   state  and   federal   governments   in  order  to 
report  significant  developments   to  members   and  to  respond 
accordingly."      Further,    pursuant   to    its   charter  adopted  in 
1968,    the  Association  is  committed  to    "lawful   and  fair  trade 
practices,    customs   and  usage,"    as  well   as    "sound  and  equi- 
table employment  relations   policies . "      BSCAI   is   submitting 
this  position  statement  in  the  interest  of   advancing  these 
goals . 

Traditionally,   building  services   are  provided 
pursuant  to  a  contract  between  the  owner  or  manager  of  a 
building  and  a  building  service  company,    the  latter  of  which 
can  be  a  sole  proprietorship,    a  partnership  or  a  corporation. 
The  building  service  company  then  provides   the  individual 
workers  who  actually  perform  the  required   janitorial  work  on 
a  regular  basis.      Under  this  general  scheme,    the  Internal 
Revenue  Service  has  long  recognized  that  the  individuals 
actually  performing  the  maintenance  work  are  employees  of  the 
building  service  company  for  federal  employment  tax  purposes. 
Rev.    Rul.    68-460,    1968-2   C.B.    449.       Indeed,    the   Internal 
Revenue  Service  has   reached  a   similar  conclusion  in  the  more 
unusual  situation  involving  building  owners  personally 
engaging  and  paying  the  individuals  who  provide   janitorial 
Rev.    Rul.    68-461,    1968-2    C.B.    451. 


Contreury  to  these  rulings,    BSCAI   understands  that 
some  building  service  companies   are  treating  their  workers  as 
independent  contractors   for  federal  employment  tax  purposes. 
When  challenged  by  the  Internal  Revenue  Service  on  this 
point,    they  apparently  claim  that  such  treatment  is  protected 
by  Section  530(a)(2)(C)   of  the  Revenue  Act  of   1978  as    "a 
long-standing  recognized  practice  of   a  significant  segment  of 
the  industry."     BSCAI  asserts  that  this    is  not  the  case.      To 
the  contrary,    based  on  its  experience  and  knowledge  of  the 
building  service  industry  since   1965,    as  well  as  its  active 
exploration  and   investigation  of   this    specific   subject,    BSCAI 
believes  that  there  is  no  long-standing  recognized  practice 
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of   a   significant   segment   of   the    industry   to    treat  maintenance 
workers   as    independent   contractors . 

While   BSCAI   has   no   independent   knowledge  of  the 
legality  of   any  individual  company's   treatment  of   its  mainte- 
nance workers   as   independent  contractors ,    its   experience   is 
that  bona   fide  building  service  contractors   treat  their 
regular  janitorial  workers   as  employees    for  tax  and  other 
purposes.      While  there  may  be  exceptions   to   this  rule,    BSCAI 
believes   that  those  exceptions   are   inconsistent   in  usage  and 
insufficient   in  number  to  constitute   the  practice  of  a  sicmi- 
f leant  segment  of  the   industry,    as   is   required  by  Section 
530.      See  H.R.    Rep.    No.    95-1748,    95th  Cong.    2d  Sess.    5 
(1978),    reprinted   in   1978-3    (Vol.    I)    C.B.    629,    633    (industry 
practice  safe   haven  provision  requires   that   practice  be 
uniformly  used  by  enough  employers   to   be   recognized  as   the 
practice  of   a  significant  segment  of   the   industry) .      Further, 
the  current  practice  of   some  building   service  companies 
treating  maintenance  workers   as   independent  contractors   is 
irelatively  recent  and  seems   to  be   increasing.      As   such,    it 
does  not  satisfy  the  requirement   in  Section   530(a)(2)(C)    that 
the  practice  be   long-standing.      In  short,    BSCAI   strongly 
disagrees  with  any  taxpayer's  contention  that  the  treatment 
of  maintenance  workers   as   independent   contractors   is  a  long- 
standing recognized  practice  of   a  significant  segment  of  the 
building  service   industry. 

If  you  have  any  questions   or   if   the   Building  Service 
Contractors  Association   International   can  be  of   any  further 
assistance   in  this  matter,    please   feel    free   to   contact  us. 


Very  truly  yoi 

Allen  G.    Siegel 
Nancy  S.    Heermana 


Ms.   Carol  A.   Dean 
Mr.   Richard  N.    Gross 
Mr.   James  s.   Netterstrom 
David  L.   Dougherty,   Esquire 
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Chairman  Rangel.  Your  problem  is  not  with  existing  law;  it  is 
with  your  competitors  hiring  people  who  are  clearly  employees  and 
making  them  independent  contractors  and  thereby  that  you  cannot 
compete  against  that  because  you  are  assuming  your  legal  respon- 
sibility and  they  are  not.  So  you  would  want  stricter  enforcement 
of  existing  laws  as  relates  to  those  people  who  claim  they  are  inde- 
pendent contractors  when  you  know  that  they  are  employees  com- 
peting against  yours. 

Mr.  Baker.  Yes  and  section  530 

Chairman  Rangel.  The  safe  harbor  thing.  That  is  the  major 
problem,  and  listen,  it  is  you  people  are  being  hurt  for  carrying  out 
your  moral  and  your  legal  responsibility  and  we  have  to  listen  to 
you  as  to  how  we  can  really  zero  in  on  those  people  who  are  abus- 
ing immigrants  and  people  with  little  education,  people  who  need 
any  type  of  job,  and  people  who  are  taking  jobs  away  from  others 
because  they  don't  have  any  protection,  they  will  take  anything, 
and  also  they  are  denying  you  the  opportunity  to  provide  healm 
care  and  the  things  that  you  have  for  them. 

I  don't  know  what  we  can  say  because  it  is  your  case  that  you 
are  pleading  here  that  we  have  sympathy  for.  This  may  be  the  no- 
problem  table;  I  don't  know.  Clearly,  this  is  the  area  wnere  we  are 
talking  about  employees  and  this  is  the  area  where  we  are  talking 
about  independetit  contractors.  If  that  was  the  problem  it  wouldn't 
be  a  problem. 

So  I  have  your  full  testimony  in  the  record  and  staff  will  make 
certain  that  the  recommendations  that  you  have  are  those  that  we 
are  going  to  concentrate  on  and  you  can  be  assured  that  we  will 
not  have  any — that  those  people  that  are  doing  what  your  competi- 
tors are  doing  are  the  exact  people  that  we  want  and  that  is  an 
easy  case  to  prove. 

Do  these  employees  that  work  for  your  competitors  keep  any 
books  or  records  or  anything  that  would  allow  someone  to  believe 
that  they  are  independent? 

Mr.  Richard  Thompson.  They  set  up  the  books  so  it  looks  like 
they  are  treating  them  as  independent  contractors,  but  in  truth 
they  are  not.  It  is  a  bit  of  a  charade.  They  game  the  system. 

Chairman  Rangel.  From  what  I  have  seen  these  people  are  not 
sophisticated  enough  even  to  tell  somebody  that  is  their  own  busi- 
ness. 

Mr.  Richard  Thompson.  Folks  getting  into  this  realize  the  com- 
petition is  such  that  they  need  an  advantage.  A  lot  of  these  are 
new  companies  in  a  sector  of  immigrants. 

Chairman  Rangel.  I  would  like  you  to  send  to  me  what  the  ap- 
proach would  be  and  give  me  a  couple  of  companies  and  where  they 
are  located,  and  if  you  know  any  in  New  York  it  would  be  better, 
to  see  how  someone  comes  in  and  says  I  hear  that  you  are  hiring 
and  I  have  been  out  of  work  and  I  am  looking  for  a  job.  I  would 
want  to  see  how  this  person  seeking  work  becomes  an  independent 
contractor. 

Mr.  Richard  Thompson.  We  would  be  happy  to  do  that. 

[The  following  was  subsequently  received:] 
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•Hie  Honorable  Charles  B.  Rangel 

Chairman 

Select  Revenue  Measures 

United  States  House  of  Representatives 

Washington,  D.C.   20515 

Dear  Mr.  Chaiman: 

The  Building  Service  Contractors  Association  International  (BSCAI)  is 
pleased  to  present  the  enclosed  statements  representing  one  the  most 
pervasive  problems  in  the  itarket  place  today,  the  practice  of  aiployers 
ndsclassifying  their  workers  as  independent  contractors. 

In  the  building  service  contracting  industry  this  practice  is  more  often 
referred  to  as  illegal  subcontracting.  As  a  result,  building  service 
contractors,  along  with  other  service  and  CCTTStruction  industries,  have 
been  operating  on  an  unlevel  playing  field  for  years. 

The  building  service  ccaitractors  v*io  have  documented  their  personal 
experiences  represent  the  plight  of  both  the  large  and  snail  contractor  as 
v«ll  as  tvro  divergent  geografiiical  areas  of  the  country.  This  "silent 
killer"  is  affecting  an  industry  that,  according  to  Department  of  labor 
projections,  by  the  year  2000  will  create  555,000  new  jobs  and  have  total 
vroric  force  of  3.45  million  janitors. 

Ihis  issue  has  cane  to  the  forefront  as  a  resxilt  of  the  health  care  reform 
debate  and  has  raised  even  greater  concerns  among  law-abiding  building 
service  contractors.  As  a  result  of  the  effoirts  of  the  Coalition  for  Fair 
Worker  Classification,  of  which  BSCAI  has  been  an  active  participant,  it 
has  been  documented  by  the  prestigious  firm  of  Coopers  &  Lybrand  that  the 
intentional  misclassification  of  employees  as  independent  contractors  - 
conservatively  estinated  to  cost  the  federal  government  jp  to  $35  billion 
dollaurs  over  the  next  nine  years  -  will  only  increase  with  national  health 
care  reform.  ITie  stixly,  a  copy  of  vrfiich  is  provided,  confirms  that  in  the 
service  sector  alone,  there  will  be  over  2.1  million  workers  misclassified 
by  2005  representing  a  60  percent  increase  over  a  21-yBar  period. 

While  legitinate  independent  contractors  are  an  inportant  element  of 
American  free  enterprise,  taking  advantage  of  a  poorly  ccnceived  tax 
policy  goes  against  the  ocnpetitive  spjxit  that  is  the  foundation  of 
American  snail  business.  With  or  without  health  care  reform,  it  is  our 
hope  that  under  your  leadership  the  i04th  Congress  will  address  and 
resolve  this  issue  in  a  nanner  that  will  serve  the  best  interests  of  tlie 
emplciyer,  the  erployee,  and  our  country. 


Carol  A. 

Executive  Vice  I  President 

BSCAI  -  AN  INDUSTRY  DEDICATED  TO  PROVIDING  A  SAFE  AND  HEALTHY  ENVIRONMENT ' 


D 


MAINTENANCE    INC. 

7515  GREENVILLE  AVENUE  •  SUITE  603 
DALLAS,  TEXAS  75231 
(214): 


September  14,  1994 

The  Honorable  Charles  B.  Rangel 
United  States  House  of  Representatives 
Washington  D.C.   20515 

Dear  Congressman  Rangel: 

Over  the  last  thirteen  years,  our  company  has  repeatedly  reported 
to  the  Dallas  Internal  Revenue  Service  ("IRS")  firms  who  utilized 
"subcontractors"  to  perform  the  identical  work  as  employees.  The 
history  of  the  janitorial  service  industry  has  always  been  to  use 
employees.  Subcontracting  first  appeared  in  what  is  primarily  a 
Dallas  problem  in  1981.  This  was  three  years  after  Section  530  was 
passed  in  the  Revenue  Act  of  1978.  The  Act  clearly  stated  that  if 
subcontracting  was  not  established  as  the  norm  prior  to  1978  than 
only  employees  would  be  utilized  by  employers  in  each  respective 
industry. 

In  October  of  1989,  Mr.  Gary  0.  Booth,  District  Director  for  the 
Dallas  IRS,  stated  in  a  meeting  that  subcontracting  was  definitely 
and  clearly  illegal  in  the  janitorial  service  industry. 

The  problem  now  arises  that  the  majority  of  janitorial  contracts  in 
Dallas  (and  recently  across  the  nation)  are  still  being  performed 
with  subcontract  labor.  Companies  that  supposedly  have  been 
investigated  and  fined  continue  to  clean  buildings  with 
subcontractors.  Currently,  it  appears  that  several  contractors 
have  had  their  hands  slapped  over  paperwork  problems  but 
subcontracting  is  openly  discussed,  legal  and  many  large 
contractors  continue  to  bid  and  perform  work  with  "subcontractors". 

The  pricing  of  services  in  the  Dallas  market  has  dropped  over  30% 
over  the  last  seven  years  and  our  firm  is  placed  at  a  huge  cost 
disadvantage.  I  estimate  that  over  4,000  employees  have  lost  their 
jobs  and  related  benefits  to  "subcontractors"  in  the  Dallas  market 
alone.   The  IRS  is  also  losing  millions  in  revenue. 

Our  company  has  been  patient  and  followed  the  rules  and  we  estimate 
a  personal  loss  of  business  of  $5,000,000  annually  and  our 
management  and  employees  are  handicapped  by  the  pricing  dilemma. 

I  would  appreciate  your  efforts  to  rid  the  nation  of  all  safe 
harbor  (Section  530)  rulings.  These  rulings  create  an  unfair 
playing  filed  which  enable  "super  companies"  to  be  formed.  These 
"super  companies"  who  hire  subcontractors,  do  not  have  to  pay 
federal  FICA  or  FUTA  taxes  nor  must  they  comply  with  federal 
regulations  such  as  1-9 's,  wage  per  hour  laws,  ADA  and  OSHA. 
Therefore,  these  "super  companies"  have  an  extreme  cost  advantage 
over  law  abiding  firms  that  hire  employees.  The  entire  situation 
is  un-American  and  is  a  disgrace  to  the  backbone  of  our  country, 
small  business. 

I  hope  you  will  address  the  misclassif ication  issue  inuned lately. 
Sincerely, 


Sally  B.  Garrett 
Executive  Vice  President 


(  H«m 


301  H  Street,  Suite  B 
P  O  Box  40095 
Bakersfield,  CA  93384-0095 
(805)  325-4906 

September  22,  1994 

The  Honorable  Charles  B.  Rangel 
Chairman  Select  Revenue  Measures 
1105  Longworth  House  Office  Building 
Washington,  D.C.    20515 

Re:   Misclassification  of  Workers 

Dear  Mr.  Chairman: 

You  are  aware  of  the  problem  created  for  legitimate  American 

businesses,   and   for   the   nation  as   a  whole,   by   companies 

misclassification  of  workers  as  independant  contractors.    In 

California,  there  are  cleaning  companies  that  are  notorious  for 

this. 

My  company  provides  floor  maintenance  and  related  services  to 
retail  stores  in  California.  It  is  becoming  impossible  to  compete 
with  these  illegal  companies. 

Legitimate  contractors,  including  myself,  are  losing  business  to 
those  which  are  able  to  offer  lower  prices  as  a  result  of  evading 
payment  of  payroll  related  taxes  and  workers  compensation  insurance 
by  such  misclassification  practices. 

Our  company  lost  $703,000  in  sales  during  each  of  the  last  two 
years  to  one  cleaning  service  alone,  as  a  result  of  their  ability 
to  offer  lower  prices  by  utilizing  such  exploitative  practices. 
This  resulted  in  38  lost  "jobs  in  my  small  company  alone! 
Conversely,  this  competitor  has  grown  from  a  one  man  operation,  to 
$6,000,000  in  annual  sales  in  two  years.  That  company  is  now 
dominating  the  retail  floor  service  market  in  central,  eastern  and 
southern  California.  They  employ  300  people  that  have  replaced  300 
taxpayers  in  the  work  place. 

This  has  created  multiple  problems: 

1.  Taxpaying  employees  with  a  right  to  work  are  being  replaced  by 
illegal  workers  that  do  not  contribute  their  share  of  taxes  to 
the  state  and  federal  government.  As  a  result,  there  is  a 
tremendous  loss  of  very  necessary  revenue  to  the  government 
at  a  time  when  everyone  in  government  is  screaming  for  more 
money. 

2.  Additional  loss  of  government  revenue  results  from  legitimate, 
tax  paying  business  losing  sales  that  result  in  taxable 
income.  Very  often,  these  legitimate  companies  are  completely 
going  under. 


1  Statement:  'To  brinf^  maximum  benefit  to 
ncr.s  by  bcin^  the  standard  of  excellence  in  thefl> 
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Page  Two,  Congressman  Rangel,  continued 

3.  American  taxpayers  continue  losing  jobs  while  undocumented, 
illegal  workers  continue  to  stream  across  borders  due  to  the 
opportunity  fed  by  this  practice. 

4.  Illegal  contractors  create  an  unfair  working  environment  for 
minorities  by  not  providing  them  with  benefits  otherwise 
prescribed  by  law,  such  as  workers  compensation  insurance, 
disability  insurance,  social  security  and  minimum  wage.  Since 
most  employees  hired  by  such  companies  are  undocumented, 
illegal  aliens  they  do  not  have  any  recourse  and  find 
themselves  victimized  by  greedy  exploiters. 

Retail  stores  that  receive  services  provided  by  such  illegal 
contractors  benefit  by  receiving  lower  prices.  Although  retail 
chain  stores  are  aware  of  the  way  these  illegal  contractors  do 
business,  they  aren't  about  to  say  anything  and  spoil  their  own 
benefit,  because  they  need  to  save  money  themselves.  There  are  no 
repercussions  to  them,  so  they  benefit  by  "looking  the  other  way" 
and  hiring  the  illegal  contractors  over  the  legitimate  ones. 
My  concern  for  the  seriousness  of  this  issue  was  expresed  well  by 
your  colleague  Representative  Lantos  (D-12th  CA): 

"You  are  looking  at  a  nationwide  pattern  of  fraud  which 
penalizes  the  law-abiding  citizen,  which  punishes  the  law-abiding 
business,  which  punishes  the  law-abiding  worker,  but  benefits  the 
crooks  and  the  avoiders  and  the  evaders  of  their  responsibility — " 

It  is  important  to  point  out  that  the  single  largest  cost  to  a 
cleaning  company  is  labor.  Labor  related  costs,  such  as  liability 
insurance,  workers  compensation  insurance  and  the  employers  portion 
of  taxes,  add  significantly  to  the  contractors  direct  costs  of 
providing  service  to  customers.  In  fact,  these  costs  are  the  next 
highest  cost  of  providing  service.  Each  of  these  costs  is  directly 
tied  to  payroll.  The  goal  of  the  illegal  contractor  is  to  evade 
the  payment  of  the  labor  related  additional  costs  by  eliminating, 
as  much  as  possible,  the  so  called  "payroll",  from  the  accounting 
record.  This  "saved  money"  either  is  taken  as  additional  profit, 
or  enables  the  illegal  contractor  to  charge  lower  prices.  This  is 
accomplished  by  setting  up  false  "subcontractors"  for  their  labor. 
It  is  a  well  thought  out  process  that  is  explained  in  the  attached 
supplement. 

We  have  successfully  discovered  information  on  one  of  our 
competitors,  who  admitted  5  "subcontractors".  The  bank  and  personal 
checking  account  used  to  pay  employees  was  also  discovered.  This 
suggests  that  it  should  be  fairly  simple  to  obtain  records  of  that 
bank  account  and  demonstrate  the  willful  intent  to  defraud  the 
employees  and  government.  Reviewing  the  copies  of  canceled  checks 
and  bank  statements  would  prove  that  this  competitor  used  this 
account  to  pay  employees  and  evade  taxes.  This  competitor 
justifies  it  as  legal,  because  he  used  an  attorney  and  CPA  to  set 
it  up.  However,  as  the  supplement  shows,  it  is  an  intricate  scam. 
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Page  Three,  Congressman  Rangel,  continued 

Some  one  is  supposed  to  be  responsible  for  the  payment  of  taxes! 
And,  the  major  point  here  is  that  proper  liability  insurance, 
workers  compensation  insurance,  and  payroll  taxes  are  not  paid  by 
anyone ;  the  employee;  the  "subcontractor"  nor  the  contractor.  This 
is  what  enables  them  to  sell  service  at  a  lower  price.  This 
continues  to  cost  taxpayers  their  jobs,  and  the  government  loss  of 
revenue.  This  scheme  promotes  the  unfair  treatment  of  minority 
workers. 

The  opportunity  for  financial  gain  appears  to  be  worth  the 
calculated  risk  of  being  caught.  In  the  interim  between  the 
inception  of  the  scam  and  discovery,  notable  wealth  is  acquired. 

The  owner  of  the  cleaning  service  has  said,  "If  Company  X  can  do  it 
so  can  I,"  "If  I  am  caught  I  will  just  pay  the  fine  ...and  keep  the 
rest".   Such  thinking  is  demonstrative  of  willful  intent. 

We  are  working  with  the  IRS  requesting  that  action  be  taken. 
Having  such  information  in  hand  should  be  sufficient  proof  to 
demonstrate  that  they  are  willfully  operating  such  a  scam. 

For  some  reason  the  matter  remains  unsettled  after  2  years  and  this 
competitor  continues  to  grow. 

At  the  expense  of  money,  time  and  effort,  we  are  currently  seeking 
further  information  to  provide  to  the  IRS.  Contractors  such  as 
myself,  need  a  level  playing  field  so  that  we  can  have  an 
opportunity  to  conduct  business  legally  and  compete  fairly. 

Action  is  necessary  on  the  issue  of  proper  classification  of 
employees.  There  are  many  other  potential  problems  that  hinge  on 
settling  the  issue  of  proper  employee  classification.  For  example, 
if  the  proposed  health  care  initiative  is  enacted,  companies  that 
misclassify  workers  will  gain  a  further  unfair  advantage  over 
legal,  ethical  contractors  by  further  escaping  the  legitimate  cost 
of  doing  business.  Unless  the  government  is  able  to  clarify  and 
enforce  the  proper  classification  of  workers,  the  well  intended 
health  care  initiative  will  be  side  stepped.  Many  more  will  view 
that  opportunity  as  sufficient  motivation  to  misclassify  employees 
as  independent  contractors.  This  will  further  widen  the  gap 
between  the  price  that  must  be  charged  by  legitimate  companies  that 
must  account  for  all  costs,  and  that  of  the  companies  operating 
illegally.  More  jobs  will  be  taken  away  from  taxpaying  workers  and 
given  to  tax  evaders.  The  health  care  benefit  still  will  not  be 
received  by  those  for  whom  it  is  intended  even  though  it  is 
mandated.  For  a  law  to  benefit  citizens  it  must  be  enforceable! 
Allowing  the  misclassif ication  issue  to  remain  unsettled  nurtures 
the  opportunity  to  skirt  other  obligations. 

On  behalf  of  myself,  my  employees  and  law-abiding  building  service 
contractors  across  the  nation  I  wish  to  express  my  sincerest 
appreciation  for  your  taking  the  initiative  to  bring  a  resolve  to 
this  important  issue.  Myself  and  the  Building  Service  Contractors 
Asociation  International  welcome  the  opportunity  to  work  with  you 
and  your  staff  on  this  matter. 

Respectfully  submitted. 


wcj^  ykc 


Frank  A.  Munoz,  CBSE 
Kern  Commercial  Cleaning 
Bakersfield,  CA 
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ONE  FRAUDULENT  APPROACH  THAT  IS  WORKING 

Let's  use  a  fictitious  Comapny  "X"  for  the  sake  of  exeunple.   This 
is  one  way  this  scam  works  : 

Company  X  has  "set  up"  several  of  their  supervisory  employees 
as  "subcontractors"  by  executing  a  formal  written  agreement 
with  each  one  to  provide  labor  for  them.  The  agreement  is 
prepared  by  an  attorney  and  reviewed  by  a  CPA.  Assuming  that 
all  parties  will  perform  as  outlined,  the  arrangement  receives 
a  stamp  of  approval  as  "legal".  The  agreement  states  that  the 
"subcontractor"  is  responsible  for  paying  required  taxes  and 
insurance  on  employees.  Company  X  then  obtains  a  small 
insurance  policy  and  pays  "payroll"  on  a  few  Company  X 
administrative  employees.  The  insurance  premiums  and  taxes  are 
paid  on  these.  This  enables  accounting  records  to  show 
payment  of  some  "payroll"  and  "payroll  taxes".  In  an  audit. 
this  record  will  match  bank  records.  It  gives  the  whole  thing 
an  appearance  of  legitimacy. 

On  the  other  hand,  the  bulk  of  the  companies  payroll  is 
handled  much  differently.  Each  "subcontractor"  opens  a 
personal  checking  account  under  a  different  ncune.   Employees 
are  paid  out  of  each  of  these  personal,  unreported  accounts. 
The  subcontractor  does  not  report  these  wages  TO  ANYONE. 

The  "subcontractor"  obtains  an  insurance  certificate  under 
false  pretense.  He  also  pays  only  a  minimum  insurance  rate, 
since  the  actual  labor  dollars  are  unreported  and  untraceable 
by  those  that  do  not  have  knowledge  of  the  personal  bank 
account  used  to  pay  wages.  Yet,  he  provides  Company  X 
with  the  certificate  of  workers  compensation  and  liability 
insurance  required  by  the  written  agreement.  All  of  this  is 
done  so  that  it  appears  that  Company  X  does  not  have  to 
pay  for  insurance  premiums  due  on  the  wages  paid  to  employees. 
No  one  pays  the  taxes  due  on  this  unreported  payroll! 

The  certificates  given  to  Company  X  by  the  "subs"  appease  the 
insurance  company  that  insures  Company  X.  Company  X  pays  only 
a  minimum  amount  to  them  instead  of  a  rate  based  on  the  full, 
actual  payroll  of  all  workers  employed.  Company  X  thus  gets 
a  certificate  of  insurance  to  give  it's  customers.  It  appears 
that  insurance  is  legitimately  provided. 

(It  should  be  noted  that  to  an  attorney  writing  the  initial 
agreement  and  a  reviewing  CPA,  it  is  presumed  that  the 
"subcontractor"  will  provide  proper  insurance  coverage 
for  all  concerned,  as  provided  in  the  agreement.  So  thinking, 
the  attorney  and  CPA  will  say  that  the  arrangement  is  legal.) 
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On  the  surface,  this  all  looks  legitimate.  However,  the 
"subcontractor"  himself,  who  hires  and  manages  all  of  the 
cleaning  workers,  does  not  report  any  of  their  wages  to 
respective  agencies  either.  It  now  looks  as  though  there  are 
no  employees!  Payroll  withholdings  are  not  taken  and  paid  to 
the  federal  or  state  government,  just  as  insurance  coverage  is 
not  provided  for  unsuspecting  employees. 

In  our  actual  experience  involving  one  such  contractor,  we  find 
that  despite  how  it  may  appear,  work  is  all  directed  by  the 
contractor.  Even  the  owner  and  his  salesman  regularly  walk  into 
the  stores  they  contract  and  direct  workers.  The  contractor  owns 
the  equipment,  provides  product  and  all  employees  on  the  job  site 
believe  they  work  for  the  contractor.  They  wear  shirts  bearing  the 
contractor's  emblem.  The  name  of  the  "subcontractor"  is  only  known 
to  the  principals  involved.  This  is  where  the  challenge  lies.  It 
requires  alot  of  effort  to  uncover  the  bank  accounts  that  can  be 
audited  to  trace  payments  to  employees. 

Some  one  is  supposed  to  be  responsible  for  the  payment  of  taxes! 
And,  the  major  point  here  is  that  proper  liability  insurance, 
workers  compensation  insurance,  and  payroll  taxes  are  not  paid  by 
anyone ;  the  employee;  the  "subcontractor"  nor  Export.  This  is  what 
enables  them  to  sell  service  at  a  lower  price.  This  continues  to 
cost  taxpayers  their  jobs,  and  the  government  loss  of  revenue.  This 
scheme  promotes  the  unfair  treatment  of  minority  workers. 
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Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassification  of  Workers 

I.   Introduction 

The  Coalition  for  Fair  Worker  Classification'  has  employed  Coopers  &  Lybrand  to 
analyze  and  rqwrt  on  the  effect  that  worker  misclassification  has  on  federal  tax  revenues.  This 
xepon  uses  information  from  the  Internal  Revenue  Service  (IRS)  and  the  U.S.  Bureau  of  Labor 
Statistics  (BUS)  in  an  attempt  to  quantify  the  extent  of  employee  misclassification  and  the 
corresponding  lost  federal  revenues  under  present  law.  Trends  in  misclassified  workers,  and  in 
self-employed  workers  are  also  presented.  Revenue  estimates  for  two  proposals  are  provided: 
(1)  repeal  of  Internal  Revenue  Code  Section  530  only,  and  (2)  elimination  of  misclassification 
for  all  independent  contractors  not  affected  by  §530. 

Tide  vn  Subtitle  C  of  the  Health  Security  Act  (H.R.  3600)  would  repeal  §530  and 
incorporate  a  revised  version  of  the  provision  directly  into  the  Internal  Revenue  Code.  Under 
the  revision,  the  IRS  would  be  instructed  to  issue  regulations  clarifying  the  definition  of  an 
employee.  The  prior-audit  safe  harbors  also  would  no  longer  apply  if  the  treatment  were 
inconsistent  with  published  IRS  regulations  and  the  industry-practices  safe  hartwr  would  cease 
to  be  applicable.  The  Coalition  is  developing  a  set  of  guidelines  that  would  limit  IRS  rule- 
making discretion  under  the  Health  Security  Act. 

The  rqwrt  is  divided  into  seven  sections,  including  this  introduction.  Other  sections 
include  in  order:  Executive  Summary,  Background,  Incentives  for  Misclassification,  Summary 
of  Previous  Government  Studies,  Revenue  Estimate,  and  Conclusion. 


■  Members  of  the  Owlition  include:  A  CSuuiffBured  limnusine*  and  Sedans.  Auto  Driveaway  Company, 
Building  Services  Cootractors  Associatiaa,  International.  Harry  L.  Thomas.  Inc. ,  Home  Health  Services  and  Staffing 
Association,  Institute  of  the  Irooworking  Industry,  Intenatiaiial  Brotherhood  of  Painters  and  Allied  Trades/AFL- 
ao,  Intematiooal  Brotherhood  of  Tcwnsten.  Metropolitan  limmisiiir,  Naperville  Cbauffeuring.  Ltd.,  National 
Alliance  for  Fair  Contracting.  National  Asaodation  of  Tenporary  Services.  National  Technical  Services  Association, 
Pro  Courier  and  Measeoger.  Service  Employeea  Intematioaal  Unioa.  AFL-OO.  CLC..  United  Brotherhood  of 
Carpenters  and  Joiners  of  America/AFL-CIO.  U.S.  Cargo  and  Courier  Services. 
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n.   Executive  Summary 

Proposals  to  finance  health  care  reform  with  payroll-based  levies  have  caused  increased 
concern  among  businesses  that  face  com{)etition  from  firms  which  misclassify  their  employees 
as  independent  contractors  as  well  as  with  groups  concerned  with  employee  interests  and  rights. 
Under  current  law,  with  only  certain  exceptions,  employers  may  treat  their  workers  as 
independent  contractors  if  they  satisfy  any  one  of  the  three  safe  harbors:  (1)  judicial  precedent; 
(2)  a  past  IRS  audit  which  did  not  result  in  a  reclassification  of  employees  —  even  if  unrelated 
to  employment  taxes;  or  (3)  reliance  on  long-standing  industry  practices.  Businesses  that  comply 
with  payroll  tax  law  fear  that  any  increase  in  payroll  taxes  unaccompanied  by  a  restriction  of 
these  safe  harbors,  will  induce  greater  tax  avoidance  by  many  firms,  and  that  the  problem  will 
continue  unchecked.  Groups  concerned  with  worker  issues  fear  a  further  erosion  of  employee 
benefits. 

Government  agencies  —  primarily  the  IRS  and  the  General  Accounting  Office  —  have 
documented  the  extent  of  such  tax  avoidance  in  a  series  of  studies  over  the  past  15  years.  This 
study,  by  integrating  IRS  research  and  BLS  data,  presents  additional  information  on  the  number 
of  misclassified  workers  and  on  the  associated  federal  tax  revenues  lost  due  to  misclassification. 

We  estimate  that  the  number  of  misclassified  non-agricultural,  non-mining  workers  wiU 
have  grown  from  3.3  million  in  1984  to  4.1  million  this  year  and  over  5  million  by  the  year 
2005.  By  far  the  largest  number  of  misclassified  workers  are  in  the  services  sector.  We 
estimate  there  will  be  over  2. 1  million  service  workers  misclassified  by  2005.  These  estimates 
are  based  in  part  on  our  projections  that  the  number  of  self-employed  persons^  will  exceed  9 
million  this  year  and  exceed  1 1  million  by  2005.  The  fastest  growing  segment  of  self-employed 
persons  are  engaged  in  the  construction  industry.  By  2005,  self-employed  engaged  in 
construction  are  expected  to  total  2.3  million,  about  27  percent  of  the  construction  workforce. 
By  contrast,  self-employed  persons  engaged  in  retail  and  wholesale  trade  are  expected  to  decline 
to  1.5  million  by  2005,  representing  about  4  percent  of  the  workforce  engaged  in  that  segment 
of  the  economy. 


'       While  'self-employed'  and  'iiidq>eadent  contnctois, 'as  used  in  (his  report,  have  similar  meanings,  they 
are  not  intended  to  be  interchangeable  terms. 
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We  estimate  that  in  calendar  year  1996,  there  will  be  a  $3.3  billion  loss  in  federal 
revenues  due  to  the  misclassification  of  workers,  of  which  $0.5  billion  is  protected  by  §530. 
If  adequate  resources  were  brought  to  bear,  effective  January  1 ,  1996,  in  order  to  ensure  proper 
compliance,  our  projections  show  that  reclassification  of  §530  workers  (with  repeal  effective 
January  1,  1996)  would  raise  $4.9  billion  over  the  nine-year  period,  fiscal  years  1996-2004. 
Reclassification  of  all  misclassified  workers  would  raise  an  additional  $29.9  billion  over  this 
same  period,  for  a  total  increase  in  federal  tax  receipts  of  $34.7  billion. 

Our  projections  do  not  take  into  consideration  the  likely  revenue  impact  of  an  additional 
payroll  tax  which  has  been  included  in  a  number  of  the  current  health  care  reform  proposals  to 
fund  universal  health  care  coverage.  Such  increases  will  certainly  induce  additional  employers 
to  consider  a  shift  to  independent  contractor  status  in  order  to  avoid  the  proposed 
tax  and  to  qualify  for  the  subsidies  that  arc  likely  to  be  offered  to  uninsured  workers.  The 
resulting  changes  in  employment  status  will  likely  cause  ftirther  increases  in  the  revenues  lost 
fivm  misclassification. 
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m.   Background 

Under  current  law,  the  IRS  generally  relies  on  a  set  of  20  factors  in  order  to  determine 
whether  for  tax  purposes  an  individual  is  to  be  treated  as  an  employee  or  as  an  independent 
contractor.^  Irrespective  of  this  outcome,  §530  of  the  Revenue  Act  of  1978  restricts 
reclassification  of  workers  by  the  IRS  in  the  event  that  the  employer  satisfies  any  one  of  the 
following  three  safe  harbors:  (1)  the  employer  bases  his  treatment  on  judicial  precedent,  rulings 
or  similar  information;  (2)  a  past  IRS  audit  —  even  if  the  audit  was  unrelated  to  employment 
taxes  —  did  not  result  in  an  assessment  related  to  employee  misclassification;  (3)  employer 
treatment  is  based  on  long-standing  recognized  practices  within  the  industry.'  Section  530  also 
bars  the  IRS  from  publishing  regulations  which  alter  the  current  rules.  An  important  exception 
to  §530  occurs  in  instances  where  an  employer  reclassifies  as  independent  contractors  workers 
who  held  similar  positions  as  employees  after  1977. 


According  to  the  Internal  Revenue  Manual,  workers  are  regarded  as  employees  under  the  following 

They  must  comply  with  employer  instructions  about  work. 

They  receive  training  from/at  the  direction  of  the  employer. 

They  provide  services  that  are  integral  to  the  business. 

They  provide  services  that  must  be  rendered  personally. 

They  hire/supervise/pay  assistants  for  the  employer. 

They  have  a  continuing  working  relationship  with  the  employer. 

They  must  follow  set  hours  of  the  work. 

They  work  full-time  for  the  employer. 

They  do  their  work  on  the  employer's  premises. 

Tbey  must  do  their  work  in  the  sequence  set  by  the  employer. 

They  must  submit  tegular  reports  to  the  employer. 

They  receive  payments  of  regular  amounts  at  set  intervals. 

They  receive  payments  of  business/travel  expenses. 

They  rely  on  the  employer  to  furnish  tools  and  materials. 

They  lack  a  major  investment  in  facilities  used  to  perform  the  service. 

They  cannot  make  a  profit/loss  from  their  services. 

They  work  for  one  employer  at  a  time. 

They  do  not  offer  their  services  to  the  general  public. 

They  can  be  fired  by  the  employer. 

They  may  quit  at  any  time  vtrithout  incurring  liability. 

'  Section  530  was  subsequently  extended  several  times,  most  recently  under  the  Tax  Equity  and  Fiscal 
Responsibility  Aa  of  1982.  Secdon  1706  of  the  Tax  Reform  Act  of  1986,  however,  cut  back  the  application  of  §530 
for  three-party  arrangements  involving  technical  service  workers,  such  as  engineers,  designers,  drafters,  computer 
programmers  and  related  professions. 
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rV.   Incentives  for  Misciassiflcation 

In  its  discussion  of  the  motivation  for  Congressional  enactment  of  §1706  which  concerns 
technical  service  workers,  the  Treasury  stated:  "Section  530  affects  different  taxpayers 
differently,  depending  on  whether  they  satisfy  the  conditions  for  relief  contained  therein.  In 
particular,  some  taxpayers  that  have  consistently  misclassified  their  employees  as  independent 
contractors  are  entitled  to  relief  under  §530,  while  other  taxpayers  in  the  same  industry  (that, 
for  example,  have  taken  more  conservative  positions  on  classification  issues)  are  not,  because 
they  cannot  satisfy  the  consistency  requirements  of  the  Section."*  A  fundamental  tenet  of 
federal  tax  policy  is  that  the  tax  code  should  be  neutral  with  regard  to  taxpayer  behavior  —  that 
is,  tax  considerations  should  not  motivate  employers  and  employees  to  consider  reclassifying 
workers  as  independent  contractors  in  order  to  minimize  tax  liabilities. 

Both  employers  and  employees  may  benefit  from  misdassification  for  a  variety  of 
reasons,  some  of  which  may  be  non-tax  related.'  From  a  tax  perspective,  workers  for  whom 
the  tax-free  receipt  of  fringe  benefits  exceeds  the  value  of  deducting  employment-related 
expenses  will  prefer  to  be  treated  as  employees;  for  those  with  significant  expenses  and  less  need 
for  such  fringes,  independent  contractor  status  will  be  preferable.  Employees  may  only  deduct 
itemized  business-related  expenses  to  the  extent  that  such  expenses  exceed  two  percent  of 
adjusted  gross  income.  By  contrast,  independent  contractors  may  deduct  in  full  all  such 
expenses. 

Similarly,  employers  who  are  able  to  furnish  fringe  benefits  at  a  lower  price  because  of 
greater  market  power  may  opt  to  treat  workers  as  employees  rather  than  to  pay  them  higher 
wages  as  independent  contractors.  Many  employers,  however,  may  escape  certain  tax 
obligations  and  onerous  work  place  requirements  by  misclassifying  workers  as  independent 


See  Taxation  of  Technical  Services  Personnel:  Seaion  1706  of  the  Tax  Reform  Act  of  1986,  U.S.  Treasury 
Maich  1991,  pp.  32-33. 

'  For  a  detailed  discussion  of  these  issues,  see  Appendix  A  ("Differences  in  Treatment  of  Employees  and 
Independent  Contractors  —  Detailed  Analysis')  of  Taxation  of  Technical  Services  Personnel:  Seaion  1706  of  the 
Tax  Reform  Act  of  1986. 
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contractors.'  Independent  contractors,  for  example,  are  not  subject  to  unemployment  insurance 
and  workers'  compensation.  In  its  technical  services  personnel  report,  the  Treasury  assumed 
that  these  taxes  totaled  1.55  percent  of  overall  salary.' 

Independent  contractors  also  benefit  from  the  ability  to  retain  earnings  for  a  period  of 
time  before  remitting  taxes  to  the  government.  While  a  portion  of  employees'  salaries  are 
withheld  when  they  are  paid  in  each  period,  independent  contractors  must  pay  estimated  taxes 
in  quarterly  installments  —  April  15,  June  15,  September  15,  and  January  15.'  So-called 
"employers"  of  independent  contractors  are  also  able  to  avoid  other  statutory  obligations  imposed 
on  employers,  such  as  unemployment  compensation  benefits,  overtime,  and  regulations  imposed 
by  the  Occupational  Safety  and  Health  Administration  and  Employee  Retirement  Income  Security 
Act. 

Under  the  Administration's  health  reform  plan  and  a  number  of  other  proposals,  an 
additional  incentive  to  treat  workers  as  independent  contractors  would  be  the  health  care 
premium  collected  to  finance  the  plan.  In  some  instances,  a  firm  could  claim  that  a  worker  is 
an  independent  contractor  while  the  worker  claims  to  be  an  employee;  neither  would  pay  the 
employer  premium.  Although  similar  incentives  exist  at  present,  the  consequences  would  be 
considerably  greater  under  health  care  reform.  Because  the  option  of  treating  workers  as 
independent  contractors  is  limited  to  those  who  may  claim  exemption  under  the  §530  safe 


*  The  primary  employment  taxes.  Social  Security  and  Medicare,  at  one  time  —  prior  to  1984  —  treated  self- 
employed  workers  more  bvorably.  The  self-employ«l  rate  was  significantly  lower  than  the  combined  rate  paid  for 
employees,  but  based  on  similar  earnings  histories,  the  benefits  received  were  the  same  despite  the  smaller 
contributions  of  the  self-employed.  At  present,  employers  and  employees  each  pay  7.65  percent  FICA  tax  (15.3 
combined)  on  the  first  $60,600  of  wages;  self-employed  individuals  pay  an  equivalent  IS. 3  percent  in  SECA  taxes. 
As  of  January  1994,  the  Medicare  portion  of  the  tax  applies  to  all  wages. 

^  Unemployment  insurance  is  levied  at  a  rale  of  2.8  percent  on  the  first  $7,000  of  employee  wages  (Source: 
Taxation  ofTeduucal  Services  Personnel:  Seaion  1 706  of  the  Tax  Reform  Aa  of  1986,  U.S.  Treasury  Department, 
March  1991,  pg.  65).   Thus,  the  tax  impact  for  low-wage  workers  would  be  somewhat  larger. 

'  Annual  wages  are  reported  for  employees  on  Forms  W-2  and  for  independent  contractors  generally  on 
Forms  1099-MISC.  While  W-2  information  must  be  submitted  together  with  die  annual  tax  return,  there  is  no 
similar  requirement  that  1099s  be  submitted  with  contractors'  returns. 
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harbors,  many  employers  complying  with  the  law  may  be  further  disadvantaged  under  the 
proposed  plan  unless  changes  are  made  to  the  safe  harbors.' 

Although  all  types  of  misclassification  which  involve  public  policies  should  be  matters 
of  concern,  the  treatment  of  employees  as  independent  contractors  is  of  still  greater  concern 
because  the  U.S.  tax  system  contains  relatively  few  controls  to  ensure  compliance.  Past  studies 
by  the  IRS,  for  example,  have  found  that  independent  contractors  are  more  likely  to  underreport 
income  and/or  overstate  expenses.  In  instances  where  workers  receive  comparable  compensation 
in  the  form  of  non-taxable  fringe  benefits,  independent  contractors  may  pay  more  in  Social 
Security  taxes,  since  they  must  pay  both  the  employer  and  employee  portion  of  the  payroll 
tax.'" 


'  The  Administration's  proposal  would  revise  and  codify  §530  and  also  permit  the  IRS  to  issue  guidance  for 
determining  who  is  an  employee  for  employment  tax  and  income  lax  purposes,  and  health  care  coverage.  Tlie  IRS 
will  be  required  to  give  substantial  weight  to  common  law  practices  in  defming  employment  sutus.  The  plan  also 
would  repeal  the  'industry-practice'  safe  harbor  once  the  IRS  issued  regulations  and  would  restrict  the  "prior  audit' 
safe  harbor  to  situations  in  which  a  concluded  IRS  audit  examined  employment  status  and  found  it  to  be  acceptable. 

"  Contractors  are  permitted  an  offiset  against  their  individual  income  taxes  —  similar  to  the  tax  treatment  for 
employers  —  which  reduces  their  etfective  payroll  tax  rate. 
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V.   Summary  of  Previous  Government  Studies 

The  Treasury  report  on  technical  services  personnel  reviews  findings  from  previous 
government  studies  that  were  conducted  concerning  the  misdassification  of  workers.  The 
principal  conclusions  from  these  studies  and  two  other  relevant  government  analyses  —  one 
performed  by  the  IRS  and  another  prepared  by  the  U.S.  General  Accounting  Office  (GAO)  — 
are  summarized  below. 

SVC-1.  During  1986  and  1987,  the  IRS  Strategic  Initiative  on  Withholding 
Noncompliance  (SVC-1)  surveyed  a  sample  of  roughly  3,000  employers.  Those  included  in  the 
sample  were  selected  so  as  to  represent  5  million  employers  stratified  according  to  industry  and 
by  size  of  firm  within  industry.  Based  on  data  from  the  1984  tax  year,  the  percentage  of 
employers  misclassifying  at  least  some  of  their  workers  as  independent  contractors  was 
determined.   SVC-1  results  are  reproduced  as  Table  1. 

Table  1:   Percentage  of  Employers  with  Some  Misclassified  Workers,  by  Industry 


Industry  Percent  of  Total 


Agriculture  16.7% 

Mining  18.6% 

Construction  19.8% 

Manufacturing  15.8% 

Transportation  11.2% 

Trade  9.6% 

Finance,  Insurance,  Real  Estate  19.3% 

Services  15.4% 

Government  9.6% 

Not  otherwise  classified  12.6% 

Total  13.4% 


Source:    Taxation  of  Technical  Services  Personnel:   Seaion  1706  of  the  Tax  Reform  Act  of  1986,  U.S. 
Treasury  Depwtment,  March  1991.  Table  5-1.  p.  49. 


385 

Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassification  of  Workers 


On  average,  13  percent  of  employers  were  found  to  misclassify  at  least  some  workers. 
In  terms  of  numbers  of  employees,  only  about  two  percent  were  determined  to  have  been 
misclassified.  For  certain  portions  of  the  construction  industry  and  for  the  service  sector, 
however,  the  shares  that  were  misclassified  were  nearly  double  —  Vh  percent.  These  two 
sectors  accounted  for  more  than  25  percent  of  all  employers  and  employees  involved  in 
misclassification,  but  slightly  less  in  terms  of  compensation  —  workers  in  these  sectors  tended 
to  be  paid  less  than  other  misclassified  workers. 

The  majority  of  employers  who  misclassified  workers  tended  to  be  small  firms.  When 
grouped  into  two  categories  —  firms  with  fewer  than  100  workers  and  those  with  100  or  more 
—  small  companies  vvere  found  to  employ  only  about  40  percent  of  the  workers  yet  were 
responsible  for  nearly  90  percent  of  those  misclassified.  Slightly  more  than  90  percent  of  the 
compensation  on  which  employment  taxes  were  incorrectly  paid  also  was  attributable  to  this 
group." 

Separately,  a  survey  of  3,000  of  the  misclassified  workers  was  conducted.  The  1984 
SVC-1  Employee  Survey  identified  roughly  2,400  employees  from  this  sample  for  whom  Forms 
1099  were  filed.  Overall,  77  percent  of  Form  1099  income  was  reported  by  misclassified 
workers.  In  instances  where  no  Form  1099  was  filed,  less  than  30  percent  of  compensation  was 
declared,  however. 

TCMP.  The  IRS  1985  Tax  Compliance  Measurement  Program  (TCMP)  compared 
reported  wages  and  selected  Form  1040  Schedule  C  tax  return  information  (e.g.,  profits  and 
deductions)  with  corrected  amounts  after  review..  The  IRS  found  that  independent  contractors 
tended  to  underreport  taxable  income  by  roughly  20  percent;  by  contrast,  wage  and  salary 
income  was  reported  nearly  in  full  by  employees.  About  one-third  of  the  shortfall  from 
independent  contractors  appears  due  to  overstatement  of  deductions  which,  according  to  the 
Treasury,  may  have  been  addressed  in  part  by  subsequent  legislation. 


"  The  IRS  also  delennined  that  an  additional  ten  percent  of  workers  were  employed  by  rirms  that  fell  within 
the  §530  safe  harbor.  Approximately  40  percent  worked  for  larger  companies.  Nearly  all  of  the  employers 
qxialifying  under  §530  —  68  thousand  of  70  thousand  —  were  protected  by  the  industry-practice  and  prior  audit  safe 
harbors.  Sec  Strategic  Initiative  on  Withholding  Noncompliance  Employer  Survey:  Report  of  Findings,  Research 
Division,  Internal  Revenue  Service,  June  1989. 
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Taken  in  combination  with  the  SVC-1  survey  findings,  the  TCMP  results  suggest  that 
taxpayer  compliance  is  lower  among  indep>endent  contractors  and  still  less  among  workers 
misclassified  as  independent  contractors  (who  do  not  receive  Forms  1099). 

GAO  1989  Study.  The  GAO  matched  1985  tax  year  Forms  1099  information  returns 
submitted  by  employers  with  income  tax  returns  filed  by  independent  contractors  in  order  to 
identic  workers  who  received  more  than  $10,000  from  a  single  employer.  Of  the  32,000 
employers  and  nearly  200,000  individuals  who  were  so  identified,  408  employers  were  randomly 
selected.  From  this  group,  the  GAO  uncovered  evidence  of  misclassificaiion  by  1S7  employers 
—  38  percent  —  of  at  least  some  employees.'^ 

1J>79  Employee/Independent  Contractor  Compliance  Study.  An  earlier  study 
conducted  by  the  IRS  examined  payment  patterns  for  a  sample  of  2,600  employers  and  7,100 
employees  initially  treated  as  independent  contractors  who  were  reclassified.  For  the  roughly 
5,000  employees  for  whom  information  could  be  collected  and  tabulated,  the  IRS  determined  the 
extent  to  which  employer  payments  were  reported  on  the  workers'  income  tax  returns."  The 
results,  classified  by  the  employer's  industry  and  the  individual's  occupation,  indicated  the 
following: 

•  Overall,  47  percent  of  the  workers  treated  as  independent  contractors  did  not 
report  any  compensation  (see  Table  2). 

•  Income  tax  noncompliance,  however,  was  only  24  percent.  This  lower  figure  was 
primarily  due  to  the  higher  compliance  rates  among  those  who  received  larger 
payments  and  for  those  with  higher  adjusted  gross  incomes.  Most  workers  tended 
either  to  report  all  of  their  inconie  or  none  of  it:  48  percent  receiving  70  percent 
of  the  total  payments  reported  all  of  their  compensation;  47  percent  with  20-25 
percent  of  total  payments  reported  none. 


"  S«e  Tax  Administration:  Information  Returns  Can  Be  Used  to  Identify  Emi>loyers  Who  Misclassify  Workers, 
U.S.  General  Accounting  Office,  September  1989.  Report  GCD  89-107. 

"    The  findings  described  below  are  summarized  from  Description  of  Proposals  Relating  to  Independent 
Contraaon  Scheduled  for  a  Hearing,  Joint  Committee  on  Taxation  report  JCS-31-79,  July  13,  1979. 
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•  Variation  in  compliance  among  industries  and  occupations  could  be  traced  largely 

to  the  distribution  of  the  sizes  of  the  payments  and  to  the  distribution  of  incomes 
within  industries  and  occupations. 

These  findings  were  considered  to  be  conservative  because  these  did  not  take  into  account 
the  totally  non-compliant  workers  for  whom  no  information  could  be  collected  —  about  one-fifth 
of  the  sample.  Moreover,  the  figures  reported  in  Table  2  do  not  include  amounts  the  IRS 
determined  were  owed  for  Social  Security  taxes,  which  at  the  time  were  considerably  greater  for 
employers  and  employees  on  a  combined  basis  than  for  independent  contractors.'^ 


"  In  its  survey,  the  IRS  found  that  noncompliance  for  Social  Security  tax  purposes  was  greater  than  for  i 
taxes.  We  do  not  report  the  Social  Security  figures,  however,  because  the  likely  source  of  the  greater 
noncompliance  at  the  time  —  the  difference  between  the  self-employed  payroll  rate  and  the  combined  employer- 
employee  rate  —  has  been  eliminated.  If  the  payroll  tax  burdens  employees  and  independent  contractors  tiace  under 
current  federal  health  care  reform  proposals  are  not  equalized,  this  source  of  non-compliance  could  reetnerge. 

11 
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Table  2 

IRS  Employee/Independent  Contractor  Compliance  Survey: 
Individual  Income  Tax  Compliance  Rates  by  Industry 

Percent  of 

Compensation 

Reported 

Percent  of  Employees  Who  Were                | 

Industry 

Fully 
Compliant 

Partially 
Compliant 

Non- 
Compliant 

ReaJ  Estate 

90% 

75% 

5% 

20% 

Insurance 

98% 

90% 

4% 

6% 

Direct  sales 

69% 

51% 

6% 

43% 

Other  Sales 

74% 

48% 

S% 

47% 

Logging  and  timber 

52% 

23% 

8% 

69% 

Franchise  operations 

73% 

38% 

10% 

52% 

Barber  and  beauty  shops 

90% 

73% 

7% 

20% 

Trucking 

67% 

41% 

5% 

54% 
65% 

Taxicabs 

44% 

32% 

3% 

Home  improvement 

70% 

40% 

5% 

55% 

Real  estate  construction 

64% 

31% 

6% 

63% 

Warehousing 

54% 

16% 

4% 

80% 

Eating  and/or  drinking  places 

59% 

33% 

8% 

59% 

Entertainment 

78% 

54% 

4% 

42% 

Exempt  organizations 

98% 

76% 

2% 

22% 

Medical  and  health  services 

90% 

67% 

5% 

28% 

Consulting 

76% 

56% 

3% 

41% 

Other  industries* 

73% 

45% 

4% 

51% 

Total 

76% 

48% 

5% 

47% 

Source:    'Description  of  Proposals  Relating  to  Independent  Contractors  Scheduled  for  a  Hearing,'  Joint 
Committee  on  Taxation  report  JCS-31-79.  July  13.  1979.  Table  3. 

*  Includes  industries  not  separately  identified,  such  as  fanning,  manufacturing,  janitorial  service,  messenger 
service,  security  service,  oil  explotation.  legal  services,  nursery,  market  research,  modeling  agency,  CPA 
review,  opinion  survey,  snow  removal,  data  processing,  funeral  home  and  landscaping. 

Table  3  highlights  the  survey  findings  when  income  tax  noncompliance  rates  were  cross- 
classified  by  industry  and  by  occupation.  The  compliance  rates  for  occupations  which  fell  below 
the  industry-wide  rates  are  marked  in  bold  italics.  Most  often,  those  in  bold  italics  corresponded 
to  unskilled  labor  and  clerical  occupations,  although  other  occupations  also  were  considerably 
below  the  average  in  specific  industries." 


''  Because  the  1979  IRS  study  did  not  report  on  the  number  of  non-compliant  individuals  in  particular  industry- 
oocupatioa  cotnbinitions.  it  is  uncertain  whether  the  deviations  from  the  average  are  statistically  significant. 
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VI.    Revenue  Estimate 

The  IRS  periodically  produces  estimates  of  the  federal  tax  gap,  that  is,  the  difference 
between  tax  that  is  owed  and  that  which  is  voluntarily  paid  in  a  given  year.  Some  of  this  tax 
is  eventually  collected  through  audit  and  other  compliance  efforts  of  the  IRS.  Most  goes 
uncollected  because  existing  enforcement  procedures  are  inadequate  or  the  collection  of  such 
sums  is  deemed  an  inefficient  use  of  compliance  resources. 

When  the  technical  staffs  of  the  Joint  Committee  on  Taxation  and  the  Treasury's  Office 
of  Tax  Analysis  are  required  to  estimate  increased  government  tax  revenues  that  would  result 
from  proposed  changes  in  the  law  or  regulations  affecting  compliance  with  tax  rules,  they 
typically  are  skeptical  regarding  the  efforts  and  abilities  of  the  IRS  to  achieve  significant  closure 
of  the  tax  gap.  In  part,  this  skepticism  is  linked  to  the  fact  that  necessary  appropriations  for  new 
compliance  staff  may  not  be  forthcoming  in  a  timely  manner. 

The  revenue  estimates  included  in  this  report  assume  that  necessary  compliance  resources 
will  be  made  available  —  through  new  hiring  or  the  reallocation  of  existing  IRS  personnel  — 
to  enforce  the  rules.  One  estimate  is  of  the  revenue  consequences  of  repealing  §530,  which 
provides  certain  safe  harbors,  and  the  other  estimate  is  of  the  additional  revenue  consequences 
of  correcting  the  remaining  misclassifications  of  independent  contractors.  In  the  sense  that  these 
estimates  rely  upon  adequate  compliance  efforts,  they  are  consistent  with  IRS  estimates  of  the 
tax  gap  resulting  from  the  misclassification  of  independent  contractors,  as  reported  in  their  1984 
SVC-1  study,  and,  more  recently,  discussed  by  Commissioner  Richardson  in  her  April  22,  1994 
letter  to  Congressman  Steny  Hoyer,  Chairman  of  the  House  Appropriations  Subcommittee  on 
Treasury,  Postal  Service,  and  General  Government. 

.  The  basic  information  underlying  the  1984  report  are  the  number  of  misclassified 
employees  and  corresponding  misclassified  compensation  for  all  such  employees  as  well  as  for 
those  protected  by  §530.  The  data  developed  by  the  IRS  for  tax  year  1984  are  further  broken 
down  according  to  major  industrial  sector:  construction,  manufacturing,  transportation,  and  so 
forth.  The  following  methodology  describes  how  our  revenue  estimates  are  derived  to  be 
consistent  with  the  1984  IRS  data  recently  submitted  to  Chairman  Hoyer.  Critical  assumptions 
are  clearly  identified  at  each  step. 
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Civilian  Employment.  Total  civilian  employment  in  the  U.S.  is  reported  by  the  BLS. 
These  data  show  employees  according  to  the  industry  in  which  they  work.  The  BLS  has  forecast 
the  level  of  employment  for  each  major  industry  according  to  three  assumptions:  a  low  trend, 
a  moderate  trend,  and  a  high  growth  trend.  We  have  based  our  estimates  on  the  moderate  trend. 
This  trend  shows  that  the  annual  average  rate  of  growth  in  employment  for  the  15-year  period, 
1990-2005,  will  be  1.23  percent.  By  contrast,  the  low-trend  assumption  was  that  employment 
would  grow  an  average  of  0.74  percent  per  year  and  the  high-trend  assumption  had  employment 
growth  projected  at  a  1.56  percent  annual  rate. 

For  the  six  critical  sectors  upon  which  this  report  focuses,  the  implicit  annual  average 
rates  of  growth  in  employment  (other  than  the  self-employed  and  unpaid  family  members) 
between  1990  and  2005  are  shown  in  Table  4  below. 


Table  4:     Forecast  Annual  Average  Rates  of 
Employment  Growth,  By  Selected  Sectors,  1990-2005 


Construction 

1.11% 

Manufacturing 

-0.21 

Transportation 

0.93 

Trade 

1.43 

FIRE* 

1.26 

Services  (including  Government) 

1.86 

*  FIRE  =  Finance,  insurance,  and  real  estate. 

Source:    U.S.  Bureau  of  Labor  Statistics,  Monthly  Labor  Review, 

November,  1991. 


We  applied  derived  annual  rates  of  growth  to  produce  projections  of  workers  in  each  of 
the  12  years  between  1992  —  the  latest  year  for  which  we  have  comparable  data  —  and  2005, 
the  target  year  for  the  BLS  projection. 

Self-employed  Persons.  Employees  who  are  misclassified  as  independent  contractors 
are  part  of  a  larger  group  of  persons  who  are  self-employed  persons.  The  majority  of  these  are 
properly  classified  as  independent  contractors.  Bureau  of  Labor  Statistics  figures  for  1990  reveal 


15 


392 

Projection  of  the  Loss  in  Federal  Tax  Revenues  due  to  Misclassificarion  of  Workers 


that  the  number  of  self-employed  persons  in  sectors  other  than  agriculture  grew  25  percent  since 
1980  and  68  percent  since  1970.  These  averages  do  not  tell  the  full  story,  however,  since  the 
growth  of  independent  contractors  in  some  sectors  experienced  much  faster  growth.  For 
example,  between  1970  and  1990  self-employed  persons  in  finance,  insurance,  and  real  estate 
grew  150  percent.  Next  ranked  construction,  with  a  growth  of  1 13  percent.  This  was  followed 
by  services  (including  government)  at  89  percent  growth.  Manufacturing,  transportation 
(including  utilities  and  communications),  and  trade  all  grew  as  well,  but  at  rates  lower  than  the 
overall  68  percent  growth  that  applied,  on  average,  to  the  category  of  self-employed  between 
1970  and  1990.  In  order  to  project  forward  this  population  of  self-employed  persons,  from 
which  the  population  of  misclassified  independent  contractors  is  drawn,  we  examined  the 
relationship  of  independent  contractors  and  employees  for  each  major  industrial  sector. 

As  might  be  expected,  the  fraction  of  workers  who  are  independent  contractors  varies 
both  by  sector  and  over  time.  Charts  la  and  lb  illustrates  this  point  for  those  engaged  in 
construction,  trade,  services,  finance,  transportation,  and  manufacturing.  Of  these  six  sectors, 
the  one  with  the  largest  proportion  of  independent  contractors  is  the  construction  industry  (Chart 
la).  In  1970,  16  percent  of  all  construction  workers  claimed  self-employed  status.  By  1992, 
this  fraction  exceeded  24  percent.  The  sector  with  the  next  highest  concentration  of  independent 
contractors  in  1970  was  retail  and  wholesale  trade,  with  10  percent  of  the  workforce  claiming 
self-employed  status  (Chart  lb).  By  1992,  however,  this  fraction  had  fallen  to  about  6.5 
percent.  With  independent  contractors  at  8.2  percent  of  the  workforce,  the  services  sector 
(including  government)  ranked  third  in  the  relative  use  of  independent  contractors  in  1970  (Chart 
la).  By  1992,  this  percentage  fell  too,  to  about  7.8  percent.  As  the  charts  show,  for  the 
remaining  three  sectors  shown,  FIRE  (finance,  insurance,  and  real  estate),  self-employed  persons 
were  less  common.  For  each  of  these  three  sectors  the  fraction  of  workers  who  were  self- 
employed  grew  over  the  period;  however,  by  1992,  the  fractions  still  remained  relatively  small. 
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Chart  la:  Self-Employed  Persons  as  a  Percent  of  All  Workers, 

Construction,  Services,  and  Transportation, 

Selected  Years,  1970-1992 


25% 

^ 

20% 

^ 

Percent 

Construction 

1U-/0 

5% 

Services  (Including  Government) 

-^^ 

Transportation 

1970                                         1980 

1975 

1990    1992 
1985 

1                                                    Year 

Soufce:  Coopers  &.  Lybrand  calculations  based  on  Bureau  of  Labor  Sutistics  dau. 
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Chart  lb:  Self-Employed  Persons  as  a  Percent  of  All  Workers, 

Trade,  Finance,  Insurance,  and  Real  Estate,  and  Manufacturing, 

Selected  Years,  1970-1992 


Source:  Coopers  A.  Lybrud  calctiiations  based  on  Bureau  of  Labor  Statistics  dau. 

The  percentage  of  workers  in  each  industry  who  were  reported  to  be  self-employed 
between  1970  and  1992  form  the  basis  for  our  projecting  these  fractions  forward  to  the  year 
2005.  The  ratio  of  self-employed  workers  to  total  workers  (i.e.,  self-employed  workers  plus 
employees)  was  separately  projected  for  each  of  the  six  major  sectors  discussed  above.  This 
methodology  rests  on  the  assumption  that  trends  over  the  past  22  years  are  good  predictors  of 
the  next  13  years.  Any  number  of  "external  shocks"  could  alter  these  long-term  relationships. 
For  example,  mandated  employer-provided  health  care  could  be  expected  to  drive  the  fraction 
of  indq)endent  contractors  higher  than  the  trend  line,  while  increased  vigilance  on  the  part  of 
the  IRS  regarding  misciassified  workers  could  drive  the  fraction  lower. 
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These  results  were  then  applied  to  the  projection  of  total  workers  derived  from  the  BLS 
forecast  of  workers  in  2005  to  produce  a  projection  of  the  number  of  self-employed  persons 
through  the  year  2005.  The  outcome  of  this  analysis  appears  in  Table  5.  At  five-year  intervals, 
the  number  of  self-employed  persons  is  shown  for  each  of  the  six  critical  industries  from  1970 
through  2005.  Numbers  for  the  years  1970  through  1990  are  actual  figures,  and  the  numbers 
for  the  years  1995  through  2005  are  projected. 


Table  5:   Self-Employed  Persons,  Actual  and  Projected  By  Selected  Sectors, 

1970-2005 

(In  Thousands) 


Sector 

Year 

1970 

1975 

1980 

1985 

1990 

1995 

2000 

2005 





-Actual" 







Projected 



Construction 

687 

839 

1,173 

1,301 

1,463 

1,578 

1,896 

2,272 

Manufacturing 

264 

273 

358 

347 

429 

429 

470 

512 

Trade 

1,667 

1,709 

1.899 

1,792 

1,859 

1,680 

1,584 

1,458 

Transportation 

196 

223 

282 

315 

302 

362 

402 

446 

FIRE* 

254 

335 

458 

558 

635 

698 

793 

899 
5,428 

Services 

2,140 

2,310 

2,804 

3,477 

4,048 

4,429 

4.901 

FIRE  =  Finance,  insurance,  anJ 


Source:    Historical  data  from  Bureau  of  Labor  Statistics,  Bulletin  2307,  Etnploymeni  and  Earnings,  monthly, 
January  issues;  and  unpublished  data.    Projected  dau:    Coopers  &  Lybrand  calculations. 


Misclassified  Workers.  Because  the  IRS  continues  to  cite  their  1984  study  on 
misclassified  workers  (see  the  Commissioner's  April  22,  1994  letter),  we  have  chosen  those 
underlying  figures  as  our  reference  point  in  making  our  revenue  estimate  of  possible  compliance 
policy  changes.  It  is  important  to  note  that  the  vast  majority  of  independent  contractors  are  not 
misclassified  workers.  Nonetheless,  as  the  1984  IRS  data  show,  the  population  of  misclassified 
workers  is  a  subset  of  this  larger  pool  of  persons. 
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The  IRS  data  report  the  number  of  misclassified  workers  and  the  amount  of  misclassified 
compensation  and  distribute  these  estimates  by  major  industry  sector.  Unfortunately,  34  percent 
of  the  misclassified  employees  (including  §530  employees)  are  not  classified  by  any  particular 
industry  and  30  percent  of  the  misclassified  compensation  is  not  associated  with  any  particular 
industry.  Consequently,  we  have  increased  each  of  the  industry-specific  figures  —  both  numbers 
of  persons  and  compensation  —  to  account  for  these  understatements.  The  very  reasonable 
assumption  underlying  this  technique  is  that,  in  the  absence  of  information  to  the  contrary, 
amounts  not  classified  by  industry  are  likely  to  be  distributed  in  proportion  to  those  amounts 
which  are  classified  by  industry.  In  other  words,  there  is  no  reason  to  suspect  industry-specific 
bias  in  the  under-reporting  of  sectoral  information.  The  34  percent  of  misclassified  workers  who 
are  not  classified  by  industry  calls  for  the  "blow-up"  factor  of  about  52  percent  (.34  divided  by 
the  sum  1  minus  .34)  to  be  applied  to  each  of  the  industry-specific  number  of  misclassified 
workers  identified  by  the  IRS. 

Disregarding  agriculture  and  mining,  after  increasing  the  industry-specific  IRS  data  for 
unclassified  amounts,  the  number  of  misclassified  workers  (including  those  protected  by  §530) 
ranges  from  a  low  of  83,0(X)  for  those  in  the  transportation  sector  (including  utilities  and 
communications)  to  1,322,000  for  those  in  the  service  sector  (including  government).  These 
numbers  are  shown  in  Table  6  below  for  these  and  the  other  industries  upon  which  this  study 
focuses.  Also  shown  are  our  projections  of  these  numbers  to  the  year  2005.  These  projections 
are  based  on  projected  numbers  of  self-employed  persons  (described  above)  and  on  the 
assumption  that  the  fraction  (although  not  the  absolute  number)  of  independent  contractors  who 
are  misclassified  workers  in  each  industry  in  1984  remains  constant. 
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Table  6:   Estimated  Number  of  Misclassified  Workers,  By  Selected  Sectors 

(Including  §530  Protected  Workers) 

(In  Thousands) 


1 

1984 

2005 

1 

Industry              | 

Number 

Rank 

Number 

Rank 

Services 

1,322 

1 

2.147 

Finance 

629 

2 

1,051 

Trade 

498 

3 

401 

Construction 

454 

4 

809 

Manufacturing 

350 

5 

514 

Transportation 

83 

6 

120 

6 

Source:    Figures  for  1984  are  derived  from  IRS  table;  those  for  2005  are  C&L  calculations. 

The  figures  appearing  in  Table  6  are  shown  graphically  on  Chart  2,  which  ranks 
industries  from  left  to  right  according  to  the  number  of  misclassified  workers  they  are  estimated 
to  have  had  in  1984. 
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Chart  2:  Estimated  and  Projected  Number 

of  Workers  Misclassified  as  Independent  Contractors, 

By  Selected  Sectors,  1984  and  2005 


2,500 


2,000 


500 


Transportation  Construction 

Manufacturing  Trade 


11984  12005 


Source:    Figures  for  1984  are  derived  from  IRS  table;  those  for  2005  are  C&L  calculations. 

Misclassified  Compensation.  Using  a  methodology  similar  to  that  which  was  used  to 
account  for  the  misclassified  workers  whom  the  IRS  was  not  able  to  classify  by  industry,  each 
of  the  industry-specific  misclassified  compensation  '*  amounts  reported  by  the  IRS  for  1984  was 
increased  by  about  43  percent  (.30  divided  by  the  sum  1  minus  .30).   This  is  because  only  70 


sed  as  the  basis  for  the  revenue  estimate,  is  defined  for  this  purpose  by  the  IRS  as  wages 
and  salaries  "that,  except  for  misdassification.  would  have  been  paid  to  workers.  In  some  cases,  reclassification 
would  also  result  in  disaUowance  of  work-related  deductions  to  workers  and  allowance  of  the  same  deductions  to 
the  employer.  In  those  cases,  both  compensation  and  work-related  deductions  would  be  reclassified.  For  the 
puqMse  of  the  revenue  estimate,  we  ignore  the  effect  of  reclassification  of  deductions.  Basing  the  revenue  estimate 
solely  oo  compensation  may  actuaUy  understate  the  revenue  effect,  in  that  employers  are  likely  to  have  a  higher  rate 
of  compliance  with  respect  to  work-related  deductions  than  will  misclassified  workers. 
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percent  of  the  misclassified  compensation  amounts  were  classified  by  industry.   The  remaining 
30  percent  were  unclassified  by  industry. 

Estimates  of  misclassified  compensation  in  1984  were  extrapolated  to  future  years  by  the 
following  methodology: 

•  First,  misclassified  compensation  was  "grown"  by  the  projected  increase  in  the 
number  of  misclassified  workers. 

•  Second,  in  order  to  account  for  changes  in  productivity  and  inflation, 
misclassified  compensation  was  further  increased  by  the  growth  in  the  implicit 
gross  domestic  product  (GDP)  deflator.  For  this  purpose,  the  Congressional 
Budget  Office  (CBO)  forecast  of  inflation  was  applied  to  each  future  year's  real 
compensation  through  1999  and  (consistent  with  the  CBO's  own  methodology  for 
estimating  the  impact  of  federal  Health  Care  Reform  proposals)  the  final  year's 
forecast  of  2.5  percent  inflation  was  held  constant  through  the  year  2005. 

According  to  the  1984  IRS  statistics  on  misclassified  compensation,  $2.2  billion  of  the 
$16.0  billion  —  or  approximately  14  percent  —  of  misclassified  compensation  was  protected 
against  reclassification  by  §530.  Section  530-protected  misclassified  compensation  was  held  in 
the  same  proportion  to  unprotected  misclassified  compensation  as  applied  to  the  1984  IRS 
figures.  Consequently,  for  each  year,  it  is  assumed  that  approximately  14  percent  of  the  total 
misclassified  compensation  would  be  protected  by  §530. 

EfTect  on  Calendar  Year  Tax  Liability.  In  order  to  determine  how  much  revenue  is 
lost  by  the  U.S.  Treasury  as  a  result  of  misclassified  compensation,  appropriate  income  and 
payroll  tax  rates  must  be  applied.  A  revenue  estimate  of  the  impact  of  reclassification  of 
misclassified  compensation  resulting  from  greater  diligence  on  the  part  of  IRS  compliance 
personnel,  ftx)m  the  introduction  of  improved  compliance  procedures,  or  from  repeal  of  §530 
requires  further  assumptions  regarding  the  resources  that  IRS  will  be  willing  and  able  to  bring 
to  bear  to  ensure  the  intended  result. 

Based  on  assumptions  the  Treasury  employed  in  its  report  on  the  taxation  of  technical 
services  personnel,  we  determined  the  federal  revenues  lost  due  to  the  misciassification. 
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Unemployment  Insurance  (FUTA")  averaged  0.55  percent  of  total  compensation."  A  more 
significant  source  of  lost  revenue,  however,  is  the  lesser  degree  of  income  tax  and  payroll  tax 
compliance  independent  contractors  exhibit.  The  Treasury  report  notes  that  the  SVC-1  study 
also  found  that,  in  instances  of  misclassification,  independent  contractors  who  were  issued  a 
Form  1099  reported  77  percent  of  their  compensation,  on  average,  but  that  in  instances  when 
no  form  was  received  —  26  percent  of  the  time  —  only  29  percent  of  compensation  was 
reported."  We  assumed  that  this  pattern  of  behavior  has  not  changed  and  therefore  applied  the 
SVC-1  percentages  to  the  compensation  we  determined  to  be  misclassified.  We  also  made  the 
conservative  assumption  that  all  of  those  who  failed  to  report  income  are  in  the  lowest  income 
tax  rate  bracket,  15  percent,  and  that  they  would  also  be  liable  for  payroll  tax  contributions  at 
a  combined  self-employed  rate  of  14.13  percent.^" 

Based  on  this  information  we  derived  an  overall  effective  tax  rate  of  10.9  percent,  which 
combines  the  effect  of  FUTA  under-reporting  and  improved  income  tax  and  payroll  tax 
compliance.''  We  apply  this  rate  to  total  misclassified  compensation  for  each  year  over  the 
1996-2004  projection  period  (ignoring  any  statutory  changes  in  tax  rates  or  bases  scheduled  for 
those  years). 

The  technical  staffs  of  the  Treasury  Department's  Office  of  Tax  Analysis  (OTA)  and  the 
Joint  Committee  on  Taxation  (JCT)  are  officially  responsible  for  estimating  the  revenue 
consequences  of  changes  in  tax  law  for  the  Administration  and  the  Congress,  respectively. 
Although  they  work  in  close  cooperation,  occasionally   their  estimates  will  differ.   One  of  the 


"   FederaJ  Unempldymenl  Tax  Act. 

"  See  footnotes  to  Tables  2-2  through  2-6  of  the  report  Taxation  of  Technical  Services  Personnel.  We  i 
all  of  the  Uflemployment  tax  is  FUTA,  even  though  a  small  percentage  is  likely  to  be  attributable  to  individual  State 
programs.  However,  we  exclude  the  entire  effect  of  workers'  compensation,  estimated  to  be  1.0  percent  of  total 
salary,  because  only  a  small  proportion  of  revenue  are  not  directed  to  State-administered  programs. 

'*   See  Taxation  of  Technical  Services  Personnel,  p.54. 

"  The  self-employed  payroll  tax  statutory  rate  equals  IS. 3  percent,  but  in  calculating  their  income  tax  liability 
indqieadeiit  contractors  may  reduce  their  adjusted  gross  income  by  half  the  self-employment  payroll  tax.  Our  figure 
conforms  with  the  figure  used  by  the  Treasury  in  its  report  on  technical  services  persoimel. 

"   Calculation:   ((1.0  minus  (.29  times  .26)  +  (.77  times  .74))  *  (.15  +  .1413))  +  .0055. 
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most  important  reasons  for  such  differences  is  that  the  OTA  estimates  are  based,  in  part,  on  the 
economic  forecast  published  in  the  Economic  Report  of  the  President  and  that  underlies  the 
President's  budget,  while  the  JCT  estimates  are  based,  in  part,  on  the  CBO  economic  forecast. 
These  two  underlying  economic  forecasts  can  sometimes  differ  significantly  from  one  another. 

With  respect  to  revenue  estimates  resulting  from  changes  in  the  level  of  enforcement  of 
the  tax  laws,  both  technical  staffs  are  generally  skeptical  of  the  ability  of  the  IRS  to  marshall 
sufficient  resources  to  bring  about  full  compliance  with  stated  policy  objectives.  Consequently, 
they  sharply  discount  the  revenue  estimates  that  they  would  otherwise  apply  if  the  provision  in 
question  were,  say,  a  change  in  tax  rate  rather  than  a  compliance  measure.  Our  estimates  are 
not  discounted.  In  other  words,  we  have  assumed  that  adequate  resources  would  be  allocated 
to  ensure  that  repeal  of  §530  or  reclassification  of  other  misclassified  compensation  (unprotected 
by  §530)  would  result  in  the  Treasury  receiving  in  tax  collections  the  full  amount  of  assessed 
tax  liability. 

Based  on  these  above  assumptions,  we  calculated  that  the  repeal  of  §530  would  result  in 
additional  tax  liability  of  $500  million  in  calendar  year  1996.  Reclassification  of  all 
misclassified  workers  would  result  in  a  tax  liability  increase  of  $3.3  billion  in  calendar  year 
1996.° 

Effect  on  Fiscal  Year  Receipts.  The  last  step  in  producing  a  revenue  estimate  is  to  factor 
into  the  estimate  the  lag  by  which  actual  tax  collections  fall  behind  accruals  of  tax  liability.  For 
example,  if  a  particular  change  in  tax  law  affects  withheld  tax  payments,  the  revenue  impact  will 
be  fiairly  current  since  withheld  taxes  (income  or  payroll)  are  collected  at  the  source  whenever 


"  These  very  conservative  assumptions  will  tend  to  understate  the  overall  revenue  loss  since  (a)  some  taxpayers 
•re  likely  to  face  income  tax  rates  higher  than  15  percent  and  (b)  the  extent  of  non-reporting  may  have  increased 
over  the  past  decade  (when  the  Treasury  study  was  conducted)  since  tax  return  audit  rates  have  declined.  Partially 
of^etting  these  factors,  however,  may  be  the  possibility  that  some  taxpayers'  overall  wages  may  exceed  the  Social 
Security  wage  ceiling  (for  the  Old  Age  and  Survivors  Insurance  and  Disability  Insurance  programs)  and  that  others 
may  have  incomes  that  fall  below  the  federal  taxable  income  threshold.  Consistent  with  the  Treasury  Department 
methodology,  these  figures  do  not  take  into  consideration  the  larger  Social  Security  benefits  that  are  likely  to  be  paid 
in  the  future  if  individuals'  payroll  lax  contributions  increase.  Because  the  amounU  of  revenue  involved  in  $1706 
are  so  small,  we  have  not  bad  to  take  explicit  account  of  the  impact  of  §1706  in  our  projections.  This  is  based  on 
the  JCTs  1986  formal  revenue  estimate  that  $1706  raises  an  average  of  only  $12  million  per  year  and  on  the 
Treasury   Department's   1991   report  to  the  Congress  suggesting  $1706  has  only  negligible,  if  any,  revenue 
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wages  are  paid  and  are  turned  over  to  the  government  shortly  thereafter.  For  another  example, 
consider  a  tax  law  change  that  is  likely  only  to  increase  end-of-year  payments  (or,  equivalently, 
to  decrease  end-of-year  refunds).  In  such  cases,  the  government's  actual  receipt  of  tax 
collections  will  lag  behind  the  accrual  of  tax  liability  by  as  much  as  one  year  or  more. 

Because  reclassification  will  generally  result  in  personal  income  tax  and  FUTA  being 
withheld  by  the  employer,  we  assume  taxes  are  collected  concurrently  for  the  month  in  which 
the  liability  is  incurred.  Therefore  75  percent  of  tax  liability  in  any  calendar  year  would  be 
attributable  to  collections  in  the  fiscal  year  that  ends  September  30  and  25  percent  attributable 
to  collections  in  the  following  year. 

Table  7  shows  the  estimated  increase  in  fiscal  year  tax  receipts  that  would  result  from 
repeal  of  §530  and  the  additional  increase  that  would  result  from  full  reclassification  of 
misclassified  workers.  Assuming  a  January  1,  1996  effective  date  and  assuming  adequate 
enforcement  to  compel  compliance  with  the  classification  rules,  repeal  of  §530  would  raise  tax 
revenues  $0.3  billion  in  fiscal  year  1996,  rising  to  $0.7  billion  by  2004,  eight  years  later.  The 
total  revenue  raised  during  the  nine-year  period,  1996-2004,  is  estimated  to  be  $4.9  billion. 

Expanding  this  estimate  to  capture  all  misclassified  compensation  would  raise  another 
$2.1  billion  in  fiscal  year  1996,  for  a  total  revenue  increase  of  $2.5  billion  that  year.  By  fiscal 
year  2004,  the  additional  annual  revenue  increase  would  rise  to  $4.1  billion,  or  a  total  of  $4.7 
billion  when  repeal  of  §530  is  included.  Over  the  nine-year  period  ending  in  2004,  the  total 
increase  in  tax  revenue  (including  repeal  of  §530)  would  be  $34.7  billion  —  or  more  than  $3.8 
billion  per  year  on  average. 

Of  these  totals,  approximately  5  percent  is  attributable  to  increases  in  FUTA  taxes  from 
switching  persons  from  self-employed  to  employee  status  and  approximately  95  percent  is 
attributable  to  income  and  payroll  taxes  of  those  who  are  not  complying.  These  estimates  do 
not  include  any  increases  in  State  tax  revenues  which  would  accompany  changes  at  the  federal 
level. 
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Table  7:   Estimated  Revenue  Impact  Resulting  From 

Correction  of  Nfisclassified  Independent  Contractors* 

Fiscal  Years  1996-2004 

($billions) 


Proposal 

Year 

Total 
1996-2004 

1996 

1997 

1998 

1999 

2000 

2001 

2002 

2003 

2004 

Repeal  Section  530 
Only 

0.3 

0.5 

0.5 

0.5 

0.5 

0.6 

0.6 

0.6 

0.7 

4.9 

misclassificaiions 

lA 

L2 

lA 

12 

14 

L5 

il 

L2 

4JL 

2L2 

Total 

2.5 

3.4 

3.6 

3.7 

3.9 

4.1 

4.3 

4.5 

4.7 

34.7 

me  adequate  eaforcemenl  resources. 
Note:  Details  may  not  add  to  totals  because  of  indepeodeal  rouadiiig. 
Source:  Coopers  &  Lybrand  calculations. 
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Vn.   Conclusion 

Evidence  of  misclassification  of  workers  has  been  found  for  numerous  industries  and 
occupations  over  the  past  15  years.  Studies  performed  by  the  IRS  and  GAO  have  indicated  that 
there  is  a  significant  segment  of  employers  which  may  deliberately  treat  their  employees  as 
independent  contractors.  Using  a  combination  of  unpublished  IRS  data  and  information  from 
the  BLS,  we  have  attempted  to  update  this  information  by  estimating  the  potential  number  of 
misclassified  workers  within  different  industries  and  the  federal  revenues  losses  associated  with 
their  misclassification. 

Our  results  suggest  that  misclassification  causes  federal  tax  revenues  to  be  lower  than 
they  otherwise  would  be  during  the  1996-2004  period  by  between  $2.5  billion  and  $4.7  billion 
annually.  Our  projections  do  not  take  into  consideration  the  likely  impact  the  additional  payroll 
tax  a  number  of  the  current  health  care  reform  proposals  include  to  fund  universal  health  care 
coverage  may  have.  Such  increases  will  certainly  induce  additional  employers  and  workers  to 
consider  a  shift  to  independent  contractor  status  in  order  to  avoid  the  proposed  tax  and  to  qualify 
for  the  subsidies  that  may  be  offered  to  uninsured  workers.  The  resulting  changes  in  employment 
status  will  likely  cause  further  increases  in  the  revenues  lost  from  misclassification. 
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Chairman  Rangel.  You  could  help  clear  this  up  if  we  could  see 
how  that  occurs. 

Mr.  Thompson.  It  is  important  to  clear  it  up  soon  because  it  is 
moving  like  a  wave  across  the  United  States  from  the  Dallas  and 
Houston  markets  and  up  through  Atlanta,  and  it  is  coming  to  the 
Washington  market,  where  it  is  changing  the  prevailing  practice. 

Chairman  Rangel.  A  lot  of  people  work,  because  as  you  pointed 
out,  so  mgmy  helpless  people  are  being  abused  under  the  law,  so 
it  will  help  us  both.  I  will  look  to  hear  from  either  one  or  both  of 
you  and  the  more  facts  that  you  can  give,  the  better  it  is.  Is  this 
a  national  association  you  belong  to? 

Mr.  Richard  Thompson.  Yes,  sir. 

Chairman  Rangel.  Why  don't  you  get  something  out  and  tell 
your  membership  that  where  thev  find  the  most  flagrant  abuse  to 
identify  it  and  then  we  will  see  what  we  can  follow  through? 

Mr.  Richard  Thompson.  Thank  you,  sir. 

STATEMENT  OF  MURRAY  ROSENBERG,  PRESmENT, 
INTERNATIONAL  TAXICAB  AND  LIVERY  ASSOCIATION 

Mr.  Rosenberg.  Good  afternoon.  Chairman  Rangel. 

I  am  Murray  Rosenberg.  I  am  president  of  Yellow  Cab  of  Atlantic 
City.  I  am  also  the  president  of  the  International  Taxicab  and  Liv- 
ery Association  [ITLA],  and  I  am  here  today  representing  the  825 
U.S.  members  of  the  ITLA 

Thank  you  for  the  opportunity  to  testify  today  against  the  worker 
reclassification  proposals  included  in  the  proposed  Health  Security 
Act.  These  proposals  should  be  removed  from  the  bill  because  they 
are  unnecessary  and  would  overturn  long  estabUshed  rules  and  dis- 
rupt the  economic  relationship  between  many  businesses  and  the 
independent  contractors  with  whom  they  do  business. 

I  am  not  here  to  rehash  the  common-law  rule  or  section  530  of 
the  Revenue  Act  of  1978.  Instead,  I  would  like  to  focus  on  three 
reasons  why  the  worker  classification  provisions  should  be  removed 
from  the  Health  Security  Act. 

First,  the  administration  has  never  adequately  explained  its  ra- 
tionale for  authorizing  the  IRS  to  issue  new  regulations.  There  is 
little  basis  for  the  administration's  concern  that  businesses  will  at- 
tempt to  avoid  the  requirement  to  provide  health  insurance  for 
workers  by  reclassifying  their  employees  as  independent  contrac- 
tors. 

Section  530  is  available  only  when  the  business  has  consistently 
treated  its  workers  as  independent  contractors  in  all  periods  since 
1978.  Any  business  that  simply  reclassified  its  common-law  em- 
ployees as  independent  contractors  would  lose  any  right  to  relief 
under  section  530.  Any  other  problem,  such  as  gaming  the  system 
through  corporate  reorganizations,  can  be  addressed  by  appropriate 
changes  to  section  530,  not  by  permitting  the  IRS  broad  authority 
to  change  common-law  rule. 

Second,  the  common-law  rule  is  good  precedent.  It  has  been  used 
for  50  years  to  decide  whether  a  business  has  to  withhold  taxes  on 
an  employee.  For  over  22  years,  the  taxicab  industry  has  relied  on 
2  revenue  rulings,  Revenue  Rulings  71-571  and  71-672,  that  ap- 
plied the  common-law  rule  to  contracts  between  taxicab  companies 
and  taxidrivers. 
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These  rulings  conclude  that  drivers  who  lease  a  cab  for  a  fixed 
fee,  or  who  own  their  own  cab  and  pay  a  fixed  fee  for  dispatch  serv- 
ices, are  independent  contractors.  In  contrast,  drivers  who  simply 
split  fares  with  a  company  are  generally  treated  as  employees. 

Based  on  these  rulings,  hundreds  of  taxicab  companies  began 
leasing  cabs  to  drivers  under  fixed-fee  leases  and  have  obtained 
private  letter  rulings  and  determination  letters  from  the  IRS  con- 
cluding that  these  drivers  are  not  employees  for  employment  tax 
purposes. 

As  a  result,  we  all  know  the  common-law  rule  and  are  familiar 
with  the  20  factors  used  by  IRS  to  apply  that  rule. 

Although  the  IRS  and  taxpayers  often  fight  about  whether  work- 
ers are  employees  or  independent  contractors,  the  common-law  rule 
has  been  with  us  so  long  that  it  should  not  be  quickly  overturned. 
In  fact,  it  shouldn't  be  overturned  at  all  unless  Congress  itself 
writes  new  rules  to  fix  a  major  problem. 

Don't  simply  allow  the  IRS  to  issue  regulations.  Permitting  the 
IRS  to  issue  new  regulations  in  this  area  is  like  permitting  one  side 
in  a  lawsuit  to  dictate  to  the  law  by  which  the  case  is  going  to  be 
decided,  and  we  all  know  that  is  not  fair. 

The  third  reason  for  removing  subtitle  C  is,  very  simply,  that  it 
is  not  needed.  Subtitle  C  requires  the  IRS  regulations  to  give  "sig- 
nificant weight"  to  the  common-law  rule.  Given  that  Treasury  does 
not  intend  to  change  the  existing  law,  neither  the  "significant 
weight"  rule  nor  additional  regulations  are  necessary. 

The  common-law  rule  is  already  in  the  regulations  and  the  IRS 
has  fi-equently  applied  the  rule  to  particular  working  relationships 
in  revenue  rulings  and  determination  letters.  ITLA  agrees  that  it 
would  be  useful  to  amend  section  530  to  permit  the  IRS  to  again 
issue  revenue  rulings  applying  the  common-law  rules  to  working 
relationships  that  have  not  already  been  addressed. 

However,  additional  regulations  applying  the  common-law  rule  to 
particular  working  relationships  or  giving  particular  weight  to  one 
or  more  of  the  twenty  factors  in  all  relationships  or  in  a  class  of 
relationships  are  unnecessary.  They  would  be  too  complex  and 
would  violate  the  "substantial  weight"  requirement. 

Even  the  administration  has  acknowledged  that  the  new  rules 
would  not  result  in  substantial  reclassification  of  workers  in  our  in- 
dustry. If  that  is  true,  then  any  new  regulations  are  unnecessary. 
They  would  simply  restate  the  current  law. 

If  Congress  doesn't  take  our  advice  and  decides  that  subtitle  C 
should  be  enacted  in  the  law,  then  the  IRS  should  be  required  to 
apply  the  common-law  rule,  not  just  give  it  "substantial  weight." 

The  IRS  should  also  be  prohibited  fi-om  changing  the  classifica- 
tion of  additional  groups  of  workers.  These  groups  are  now  limited 
to  workers  who  are  classified  by  law.  While  we  appreciate  that  the 
proposal  now  applies  only  to  those  workers  whose  classification  has 
been  determined  by  Congress,  most  businesses  and  workers  must 
rely  on  determinations  reached  by  the  IRS  itself  in  rulings  and  de- 
termination letters  as  well  as  court  decisions. 

Although  those  IRS  determinations  don't  carry  the  legal  weight 
of  statutory  classification,  both  the  businesses  and  their  workers 
rely  on  them  to  the  same  degree  as  do  those  businesses  whose 
workers  are  classified  by  law. 
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For  this  reason,  if  section  7301  is  to  be  enacted,  it  should  also 
prohibit  the  IRS  from  changing  existing  classifications  resting  on 
any  court  decision  or  any  IRS  rulings  or  determination  letter. 

One  other  point.  Section  7303  of  the  bill  would  limit  availability 
of  section  530  relief  for  prior  audits  to  audits  in  which  the  worker 
classification  issue  was  expressly  considered  and  resolved  in  the 
business'  favor.  This  is  impractical.  Rarely  will  the  business  or  the 
IRS  have  the  records  available  to  demonstrate  whether  that  issue 
was  discussed.  So  that  proposed  rule  should  also  be  taken  out  of 
the  bill. 

Thank  you  for  the  opportunity  to  testify  today.  ITLA  strongly 
recommends  that  subtitle  C  be  deleted  from  H.R.  3600.  Alternately, 
if  subtitle  C  remains  in  the  bill,  ITLA  would  request  you  and  your 
subcommittee  to  prohibit  the  IRS  firom  changing  the  common-law 
rule,  to  expand  the  groups  of  workers  whose  classification  would  be 
protected,  and  to  properly  adjust  the  terms  of  section  530. 

Thank  you. 

Mr.  Jacobs  [presiding].  Thank  you,  sir. 

[The  prepared  statement  follows:] 
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UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

COMMITTEE  ON  WAYS  AND  MEANS 
SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES 


TESTIMONY  OF  MURRAY  ROSENBERG 

PRESIDENT 

INTERNATIONAL  TAXICAB  AND  LIVERY  ASSOCIATION 


February  9,  1994 


The  825  U.S.  members  of  the  International  Taxicab  and  Livery 
Association  thank  you  for  the  opportunity  to  testify  today  about 
the  potential  adverse  effect  of  the  worker  reclassification 
proposals  included  in  the  Clinton  Administration's  health  care 
reform  proposal,  H.R.  3600. 

Effect  of  Worker  Classification  Proposal 

Section  7301  of  the  Health  Security  Act  would  permit  the  IRS 
to  overturn  45  years  of  precedential  case  law  and  rulings,  thus 
throwing  millions  of  small  businesses  into  uncertainty  over  whether 
they  can  rely  on  these  rulings  and  disrupting  their  established 
relationships  with  independent  contractors. 

ITIA  Position 

If  the  Administration's  Health  Security  Act  is  to  be  approved, 
we  strongly  urge  this  Subcommittee,  and  the  Ways  and  Means 
Committee,  to  remove  all  of  Subtitle  C  of  Title  VII. 

Current  Law  —  the  Common  Law  Rule 

Since  1947,  when  the  U.S.  Supreme  Court  decided  the  Silk  case, 
the  well-established  law,  codified  in  the  IRS  regulations,  has  been 
that  a  worker  is  an  employee  for  income  and  employment  tax  purposes 
if  he  is  a  "common  law"  employee  —  that  is,  if  the  business  for 
which  the  worker  performs  services  has  the  right  to  control  not 
only  the  results  to  be  accomplished  by  the  worker,  but  also  the 
means  and  methods  by  which  the  worker  accomplishes  those  results. 

The  common  law  rule,  which  necessarily  depends  on  examining 
all  the  material  facts  and  circumstances  of  a  worker's  relationship 
with  the  business,  has  frequently  been  criticized  because  it  is  not 
a  "bright-line"  test.  However,  because  the  same  rule  must 
necessarily  apply  to  all  kinds  of  businesses,  the  common  law  rule's 
flexibility  is  also  its  greatest  strength. 

Moreover,  during  the  45  years  since  Silk  was  decided,  the  IRS 
has  developed  and  published  a  list  of  20  factors  that  it  evaluates 
in  determining  whether  a  worker  is  an  employee  or  an  independent 
contractor.  Although  the  IRS  and  many  taxpayers  disagree  over  the 
proper  classification  of  workers,  in  most  cases,  the  proper  result 
has  been  reached. 

Current  Law  —  Section  530  of  the  Revenue  Act  of  1978 

Because  of  the  disputes  arising  out  of  different  applications 
of  the  common  law  rule,  and  to  protect  taxpayers  in  "close"  cases. 
Congress  enacted  Section  530  of  the  Revenue  Act  of  1978.  Although 
initially  intended  to  be  a  temporary  "patch"  to  maintain  the  status 
quo  while  Congress  considered  the  issue.  Section  530  was  made 
permanent  in  1982,  and  has  been  relied  on  by  businesses  for  over  15 
years. 
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Section  530  precludes  the  IRS  from  classifying  a  worker  as  an 
employee  for  employment  tax  purposes  (even  if  the  worker  would  be 
an  employee  under  the  common  law  rule),  provided  the  business  has 
a  "reasonable  basis"  for  treating  the  worker  as  an  independent 
contractor,  the  business  treats  all  similarly  situated  workers  in 
the  same  manner,  and  the  business  has  filed  all  required 
information  and  tax  returns,  e.g. .  Forms  1099-MISC,  941,  940, 
treating  the  worker  as  an  independent  contractor. 

A  business  has  a  reasonable  basis  for  treating  a  worker  as  an 
independent  contractor  if  it  is  relying  on  a  judicial  decision;  a 
revenue  ruling;  a  private  letter  ruling,  technical  advice 
memorandum,  or  determination  letter  issued  to  it;  a  prior  IRS  audit 
that  did  not  change  the  business'  treatment  of  the  worker;  or  the 
practice  of  a  significant  segment  of  the  industry.  Other 
circumstances  may  also  constitute  a  "reasonable  basis." 

Section  530  also  prohibits  the  IRS  from  issuing  new 
regulations  or  revenue  rulings  affecting  worker  classification. 

The  Taxicab  Industry 

Like  many  other  industries,  the  taxicab  industry  engages  many 
independent  contractors.  During  the  1960s,  some  companies, 
especially  in  urban  and  suburban  areas,  changed  their  method  of 
operation.  Instead  of  paying  drivers  an  hourly  wage,  or  giving  the 
drivers  a  percentage  of  the  fares  recorded  on  the  meter,  companies 
began  leasing  cabs  to  the  drivers  for  a  fixed  fee,  e.g. .  $60  for  a 
12-hour  period.  Under  the  lease,  the  driver  keeps  all  of  the  fares 
and  tips  received  from  passengers. 

In  1971,  the  IRS  issued  two  revenue  rulings.  Rev.  Ruls.  71-571 
and  71-572,  concluding,  under  the  common  law  rule,  first,  that 
drivers  who  leased  a  cab  for  a  fixed  fee,  or  who  owned  their  cab 
and  paid  a  fixed  fee  for  dispatch  service,  will  ordinarily  be 
treated  as  independent  contractors;  and,  second,  that  drivers  who 
"split  the  meter"  with  the  company  will  ordinarily  be  treated  as 
employees . 

For  over  22  years,  the  industry  has  relied  on  these  rulings, 
and  many  additional  companies  began  leasing  cabs  to  drivers.  As  a 
result,  hundreds  of  taxicab  companies  in  all  parts  of  the  country 
have  obtained  rulings  from  the  IRS,  concluding  that  drivers  who 
lease  vehicles  from  the  company  in  exchange  for  a  fixed  daily  or 
weekly  lease  fee  are  not  employees  for  income  and  employment  tax 
purposes . 

Worker  Classification  Proposal 

Section  7301  of  the  proposal  would  require  the  IRS  to  issue 
more  detailed  regulations  governing  the  classification  of  workers 
as  independent  contractors  or  employees.  These  regulations  (1) 
must  give  "significant  weight"  to  the  common  law  relationship 
between  the  parties,  and  (2)  may  not  disturb  any  statutory 
classification  rule  enacted  by  Congress. 

Section  7303  would  codify  Section  530  of  the  Revenue  Act  of 
1978.  However,  in  doing  so,  it  would  also  significantly  restrict 
a  business'  ability  to  rely  on  prior  IRS  audits  or  industry 
practice  in  determining  whether  workers  are  employees  or 
independent  contractors.  Once  the  regulations  required  by  Section 
7301  are  effective,  a  business  could  not  rely  on  industry  practice, 
and  reliance  on  a  prior  audit  would  be  restricted  (1)  to  subsequent 
periods  when  the  law  was  the  same  as  that  for  the  audited  year  and 
(2)  to  audits  that  expressly  considered  the  business' 
classification  of  the  worker  in  question  and  did  not  require  a 
change  in  that  treatment. 


410 


Subchapter  C  should  be  removed  from  the  bill  for  the  following 
three  reasons: 

1.  Inadequate  rationale.  The  rationale  for  authorizing  the 
IRS  to  issue  new  rules  has  never  been  adeqpiately  explained.  We  can 

certainly  understand  the  Administration's  concern  that  businesses 
will  attempt  to  avoid  the  requirement  to  provide  health  insurance 
for  workers  by  reclassifying  employees  as  independent  contractors. 
This  would  also  tend  to  increase  the  cost  of  health  care  reform  by 
creating  new  business  entities  that  would  be  more  likely  to  qualify 
for  subsidized  coverage,  and  by  increasing  the  administrative  costs 
incurred  by  health  care  alliances  and  other  administrators  to  deal 
with  more  self-employed  individuals. 

Nevertheless,  this  concern  is  unfounded.  Because,  for 
employment  tax  purposes.  Section  530  relief  is  available  only  when 
a  business  has  consistently  treated  the  worker  as  an  independent 
contractor  in  all  periods  since  1978,  Section  530  effectively 
counters  any  incentive  an  employer  may  otherwise  have  to  reclassify 
employees  and  begin  treating  them  as  independent  contractors. 

2.  Precedential  value.  The  common  law  rule  is  long-settled, 
and  well-knotm  to  taxpayers  and  practitioners.  Although  the  IRS 
and  taxpayers  frequently  dispute  the  appropriate  classification  of 
workers,  the  common  law  rule  is  such  settled  precedent  that  it 
should  be  respected  and  not  lightly  disturbed.  It  should  not  be 
overturned  unless  Congress  is  prepared  to  enact,  as  law  (not  merely 
authorize  the  IRS  to  issue  regulations),  a  new  rule  in  order  to 
resolve  a  major  problem.  Permitting  the  IRS  to  issue  a  rule  by 
regulation  unfairly  permits  one  litigant  to  dictate  the  law  by 
which  the  case  will  be  decided. 

3.  No  need  for  change.  In  response  to  taxpayer  input,  the 
Administration's  initial  legislative  language  was  modified  to 
require  the  IRS  regulations  to  give  "significant  weight"  to  the 
common  law  rule.  In  light  of  this  change,  additional,  broadly 
applicable  regulations  are  unnecessary. 

The  common  law  rule  is  set  forth  in  the  current  regulations, 
and  that  IRS  has  frequently  applied  the  rule  to  particular  working 
relationships  by  means  of  revenue  rulings  (until  1979),  and  private 
letter  rulings,  technical  advice  memoranda,  and  determination 
letters.  It  may  be  useful  to  authorize  the  IRS  to  issue  revenue 
rulings  addressing  common  working  relationships  not  addressed  by 
the  pre-1979  revenue  rulings.  However,  additional  regulations 
applying  the  common  law  rule  to  particular  working  relationships, 
or  giving  particular  weight  to  one  or  more  of  the  20  factors  in  all 
relationships,  or  in  a  class  of  relationships,  are  unnecessary, 
would  be  too  complex,  or  would  violate  the  "substantial  weight" 
requirement. 

Even  the  Administration  has  acknowledged,  on  page  249  of  its 
summary  of  H.R.  3600,  "that  the  new  rules  would  not  result  in 
substantial  reclassification  of  workers."  If  that  is  true,  then 
any  new  regulations  are  necessary:  they  would  simply  restate 
current  law. 
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Alternate  Proposal  -  Scope  of  protection 

If  Subtitle  C  is  to  be  enacted,  the  groups  of  workers  whose 
classification  cannot  be  disturbed,  now  limited  to  those  who  are 
statutorily  classified  under  §§3506  and  3508,  should  be  expanded. 

We  appreciate  that  the  proposal  now  gives  deference  only  to 
those  workers  whose  classification  has  been  determined  by  Congress. 
Nevertheless,  many  other  businesses  and  workers  have  come  to  rely 
on  classification  determinations  reached  by  the  IRS  itself  in 
revenue  rulings,  private  letter  rulings,  technical  advice 
memoranda,  and  determination  letters,  as  well  as  determinations  by 
courts.  Although  these  determinations  do  not  carry  the  broad  legal 
authority  of  a  statutory  classification,  both  businesses  and 
workers  rely  on  them  to  the  same  degree  as  do  those  industries  that 
have  obtained  legislative  "solutions." 

Accordingly,  if  Section  7301  is  to  be  enacted,  it  should 
preclude  the  IRS  from  affecting  existing  classifications  that  rest 
on  any  judicial  precedent,  IRS  revenue  ruling,  private  letter 
ruling,  technical  advice  memorandum,  or  determination  letter. 

In  addition,  because  frequently  neither  a  business  nor  the  IRS 
will  have  records  detailing  whether  a  prior  audit  expressly 
considered  the  employment  classification  of  a  worker,  that  proposed 
prerequisite  to  Section  530  relief  should  be  dropped. 

Conclusion 

Mr.  Chairman,  again,  thank  you  for  the  opportunity  to  be  with 
you  today.  ITLA  strongly  recommends  that  Subtitle  C  be  deleted 
from  H.R.  3600.  Alternately,  if  Subtitle  C  remains  in  the  bill, 
ITLA  would  be  pleased  to  work  with  you  to  develop  expanded 
protection  for  workers  already  classified  by  the  IRS  and  adjust  the 
terms  of  Section  530.  For  this  purpose,  please  contact  ITLA's 
Executive  Vice  President,  Alfred  B.  LaGasse,  at  our  office  at  3849 
Farragut  Avenue,  Kensington,  Maryland  20895;  (301)  946-5700. 
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Mr.  Jacobs.  Mr.  Delaney. 

STATEMENT  OF  EDWARD  N.  DELANEY,  COUNSEL,  COALITION 
FOR  INDEPENDENT  CONTRACTORS 

Mr.  Delaney.  I  am  Edward  Delaney  of  Edward  Delaney  &  Asso- 
ciates appearing  as  counsel  for  the  Coalition  for  Independent  Con- 
tractors. The  Coalition  opposes  the  provisions  contained  in  the  ad- 
ministration's health  care  reform  proposal  that  would  change  the 
rules  for  determining  who  is  and  who  is  not  an  employee  for  pur- 
poses of  health  care  coverage  and  the  Federal  income  tax  and  em- 
ployment taxes  because  such  provisions  would  limit  an  individual's 
right  to  work  as  an  independent  contractor,  do  not  meaningfully 
address  the  alleged  abuse  of  practices  they  were  intended  to  pre- 
vent, do  not  advance  any  identifiable  tax  policy  objective,  could  re- 
sult in  independent  contractor  status  being  constantly  narrowed  as 
a  means  of  stemming  government  health  care  expenditures,  and 
would  cause  severe  disruption  in  the  market  for  freelance  talent. 

In  plain,  simple  terms,  the  changes  proposed  by  the  Health  Secu- 
rity Act  to  the  definition  of  employee  and  to  the  section  530  safe 
harbor  provisions  of  the  Revenue  Act  of  1978  represent  a  direct  as- 
sault on  an  individual's  right  to  work  as  an  independent  contractor. 

The  Coalition  submits  that  in  light  of  the  IRS'  longstanding  bias 
against  independent  contractors,  a  proposal  that  would  authorize 
the  Treasury  Department  to  redefine  employees  represents  a  clear 
policy  objective  to  limit  substantially  an  individual's  right  to  work 
as  an  independent  contractor. 

The  independent  contractor  proposals  do  not  meaningfully  ad- 
dress the  alleged  abuse  of  practices  they  were  intended  to  prevent. 
They  appear  aimed  at  some  objective  separate  from  health  care  re- 
form and  they  unfairly  single  out  potential  independent  contractor 
reclassification  as  the  only  anticipated  abuse  of  the  several  identi- 
fied that  they  want  to  address. 

The  Joint  Committee  staff  description  and  analysis  of  the  em- 
ployer mandate  and  related  provisions  of  H.R.  3600  indicates  that 
the  independent  contractor  proposals  were  contained  in  the  Health 
Security  Act  in  order  to  preclude  businesses  fi'om  being  able  to  re- 
classify existing  employees  as  independent  contractors.  If  this  is 
true,  why  would  the  Health  Security  Act  repeal  section  530? 

As  has  been  mentioned,  section  530  provides  absolutely  no  pro- 
tection with  respect  to  any  worker  who  has  been  treated  as  an  em- 
ployee for  any  period.  Section  530  protection  is  also  denied  with  re- 
spect to  the  treatment  of  any  individual  for  employment  tax  pur- 
poses if  the  taxpayer  or  a  predecessor  has  treated  any  individual 
holding  a  substantially  similar  position  as  an  employee  for  pur- 
poses of  the  employment  taxes  for  any  period  after  December  31, 
1977. 

The  foregoing  demonstrates  that  section  530  currently  prevents 
the  very  abuse  that  the  Health  Security  Act  seeks  to  prevent — they 
want  to  repeal  section  530  which  gives  the  protection  from  the 
abuse  they  allege  might  occur.  If  eliminating  health  care  abuses 
were  the  true  objective,  why  extend  the  independent  contractor 
proposals  to  apply  for  all  purposes  of  Federal  income  taxes  and 
Federal  employment  taxes? 
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If  the  independent  contractor  proposals  are  intended  to  achieve 
some  tax  poHcy  objective,  the  proposals  should  be  debated  in  that 
context;  not  within  the  context  of  eliminating  some  type  of  health 
care  abuse. 

The  Coalition  submits  that  the  Treasury  Department  report  on 
taxation  of  technical  services  employees  demonstrates  that  tax  pol- 
icy considerations  would  favor  retaining  the  status  quo. 

The  Treasury  report  concluded  that  current  law  does  not  consist- 
ently favor  status  as  either  an  employee  or  an  independent  contrac- 
tor. In  fact,  that  report  indicated  that  tax  revenue  raising  occurred 
from  the  independent  contractor  sector  rather  than  the  employee 
sector,  because  of  the  lack  of  fringe  benefit  rights  under  independ- 
ent contractor  status. 

The  Coalition  is  gravely  concerned  that  the  independent  contrac- 
tor proposals,  by  eliminating  virtually  all  of  the  business  defenses 
against  an  overly  aggressive  IRS  classification  effort,  would  result 
in  a  massive  reclassification  effort  being  waged  by  the  IRS.  It  is 
submitted  that  such  a  reclassification  effort  would  in  turn  result  in 
the  gradual  elimination  of  most  types  of  independent  contractors. 

The  Coalition  opposes  the  changes  to  the  rules  for  determining 
worker  status.  The  changes  are  not  properly  aimed  at  the  abuses 
sought  to  be  guarded  against.  They  lack  any  tax  policy  justification. 
They  would  create  an  intolerable  uncertain  environment  for  inde- 
pendent contractors  and  users  of  them  and  would  introduce  into 
the  Nation's  labor  market  dramatic  distortions  with  no  perceptible 
gain. 

If  the  Congress  deems  it  appropriate  to  act  in  this  area,  it  should 
clearly  articulate  its  justifications  for  the  change.  It  should  debate 
them  and  their  true  merits  and  include  specific  changes  in  the  pro- 
posed legislation;  not  leave  the  specifics  to  an  administrative  agen- 
cy. Representing  a  number  of  organizations  subject  to  current  audit 
by  the  IRS,  it  is  clear  to  me  that  the  IRS  is  very  actively  checking 
out  these  issues.  If  there  are  problems  with  abuse  of  particular  peo- 
ple, the  IRS  should  and  will  I  am  sure  review  those  and  make  the 
taxpayer  prove  his  use  of  these  people  as  independent  contractors. 

Thank  you. 

Mr.  Payne  [presiding].  Thank  you,  sir. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  EDWARD  N.  DELANEY 
COALITION  FOR  INDEPENDENT  CONTRACTORS 

I  am  Edward  N.  Delaney  of  Edward  N.  Delaney  &  Associates,  Chartered,  Washington, 
D.C.,  and  I  am  submitting  these  comments  today  on  behalf  of  The  Coalition  For  Independent 
Contractors  (the  "Coalition"). 

The  Coalition  submits  this  statement  on  behalf  of  the  American  Pulpwood  Association, 
the  Associated  Builders  and  Contractors,  the  Associated  General  Contractors  of  America,  the 
National  Association  of  Independent  Contractors,  the  National  Association  of  Realtors,  and  the 
Newspaper  Association  of  America. 

The  Coalition  opposes  the  provisions  contained  in  the  Administration's  health  care 
reform  proposal,  the  Health  Security  Act  (the  "HSA"),  that  would  change  the  rules  for 
determining  who  is,  and  who  is  not,  an  "employee"  for  purposes  of  health  care  coverage  and 
federal  income  and  employment  taxes,  because  such  provisions: 

♦  would  limit  an  individual's  right  to  work  as  an  independent  contractor; 

♦  do  not  meaningfully  address  the  alleged  abusive  practices  that  they  were  intended  to 
prevent; 

♦  do  not  advance  any  identifiable  tax  policy  objective; 

♦  could  result  in  independent  contractor  status  being  constantly  nartowed,  as  a  means  of 
stemming  government  health  care  expenditures;  and 

♦  would  cause  severe  disruptions  in  the  market  for  freelance  talent. 

I.  A  Frontal  Attack  On  Independent  Contractors 

In  plain,  simple  terms,  the  changes  proposed  by  the  HSA  to  the  definition  of  "employee" 
and  to  the  section  530  safe  harbor  provisions  of  the  Revenue  Act  of  1978  (collectively,  the 
"Independent  Contractor  Proposals"),  represent  a  direct  assault  on  an  individual's  right  to 
work  as  an  independent  contractor. 

For  example,  the  Coalition  finds  it  astonishing  that  the  HSA  would  permit  the  Treasury 
Department  to  redefine  the  term  "employee  "  —  in  light  of  the  Internal  Revenue  Service's 
institutional  bias  against  independent  contractor  status.  The  bias  is  so  pronounced  that  in 
connection  with  the  Revenue  Act  of  1978,  the  Congress  expressly  proscribed  the  Treasury 
Department  from  issuing  any  regulation  or  Revenue  Ruling  "clarifying  the  employment  status  of 
individuals  for  purposes  of  the  employment  taxes."  Section  530(b).  The  HSA  would  effectively 
authorize  the  agency  that  the  Congress  recognized  back  in  1978  as  harboring  a  strong  bias 
against  independent  contractor  status  to  rewrite  the  rules  for  determining  a  worker's  status. 

The  taxpayer's  perception  of  the  IRS  was  aptly  described  in  an  op-ed  article  that 
appeared  in  the  April  7,  1993,  Wall  Street  Journal: 

The  Internal  Revenue  Service  is  carrying  out  a  sweeping  campaign  to 
slash  the  number  of  Americans  permitted  to  be  self-employed  -  and  to  punish  the 
companies  that  contract  with  them.  The  IRS's  attack  has  devastated  thousands  of 
small  businesses  and  is  undermining  high-tech  industries,  the  health-care  industry 
and  even  freedom  of  religion.  IRS  officials  indicate  that  more  than  half  the 
nation's  self-employed  should  no  longer  be  allowed  to  work  for  themselves. 

The  Coalition  submits  that  in  light  of  this  long-standing  bias  against  independent  contractors,  a 
proposal  that  would  authorize  the  Treasury  Department  to  redefine  "employee"  represents  a  clear 
policy  objective  to  limit  substantially  an  individual's  right  to  work  as  an  independent  contractor. 

n.  As  An  "Anti-abuse"  Provision,  Tbe  Independent  Contractor  Proposals  Miss  The  Mark 

The  Independent  Contractor  Proposals  do  not  meaningfully  address  the  allegedly 
abusive  practices  they  are  intended  to  prevent;  they  appear  aimed  at  some  objective  separate 
from  health  care  reform;  and  they  unfairly  single  out  potential  independent  contractor 
reclassification  as  the  only  anticipated  abuse  ~  of  the  several  identified  -  to  address. 
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The  Joint  Committee  on  Taxation.  Description  and  Analysis  of  the  Employer  Mandate 
and  Related  Provisions  of  H.R.  3600  ("Health  Security  Act")  (JCS-1-94)  102,  February  2,  1994 
("Joint  Committee  Report"),  indicates  that  the  Independent  Contractor  Proposals  were 
contained  in  the  HSA  in  order  to  preclude  businesses  from  being  able  to  "re-employ  some 
existing  employees  as  independent  contractors."  If  this  is  true,  why  would  the  HSA  repeal 
section  530? 

Section  530  provides  absolutely  no  protection  with  respect  to  any  worker  who  has  been 
"treated  ...  as  an  employee  for  any  period."  Section  530(a)(1)(A).  Section  530  protection  is  also 
denied  with  respect  to  the: 

treatment  of  any  individual  for  employment  tax  purposes ...  if  the  taxpayer  (or 
predecessor)  has  treated  any  individual  holdine  a  .substantially  similar  position  as 
an  employee  for  purposes  of  employment  taxes  for  any  period  beginning  after 
December  31,  1977. 

Section  530(a)(3)  (Emphasis  added).  The  foregoing  demonstrates  that  section  530  currently 
prevents  the  very  same  abuses  that  the  HSA  would  repeal  section  530  to  prevent.  It  follows  that 
the  rationale  for  repealing  section  530  is  at  best  "logically  challenged." 

With  respect  to  the  Treasury  Department  being  authorized  to  draft  a  new  definition  of 
"employee,"  the  Coalition  submits  that  if  the  true  motivation  for  modifying  the  definition  is  to 
prevent  "abuse"  of  the  new  health  care  system,  the  new  definition  would  be  set  forth  in  the 
statute,  and  it  would  become  effective  concomitantly  with  the  statute.  The  fact  that  the  new 
definition  would  become  effective  at  some  time  independent  of  when  the  HSA  becomes 
effective  appears  to  indicate  that  the  definition  is  being  modified  to  achieve  some  policy 
objective  separate  from  health  care  reform. 

The  Joint  Committee  Report  also  identifies  other  ways  in  which  firms  would  be  expected 
to  "abuse"  the  new  health  care  system.  For  example,  firms  would  be  expected  to  "out-source" 
janitorial  needs  and  legal  and  accounting  services,  thereby  reducing  the  size  of  the  firm's 
employment  and  possibly  qualifying  the  firm  for  a  government  subsidy.  Joint  Committee  Report 
at  102..  Similarly,  firms  would  be  expected  to  "split  up"  into  two  or  more  smaller  firms,  in  order 
for  the  new,  smaller  firms  to  qualify  for  a  subsidy.  W.    Other  examples  are  also  mentioned. 
While  the  Joint  Committee  Report  lists  several  abusive  practices  that  are  anticipated  to  follow 
the  HSA's  enactment,  the  HSA's  anti-abuse  provisions  address  only  the  feared  reclassification  of 
employees  to  independent  contractors  status. 

At  best,  the  Independent  Contractor  Proposals  represent  a  failed  attempt  at  proscribing 
anticipated  abuses  and  unfairiy  single  out  independent  contractors  as  the  only  source  of  potential 
abuse  to  be  addressed.  At  worst,  the  proposals  represent  a  discriminatory  attack  on  independent 
contractors  with  no  plausible  justification. 

III.  No  Tax  Policy  Justification  For  Independent  Contractor  Proposals 

If  eliminating  health  care  abuses  were  the  true  objective,  why  extend  the  Independent 
Contractor  Proposals  to  apply  also  for  purposes  of  Federal  income  taxes  and  Federal 
employment  taxes?  If  the  Independent  Contractor  Proposals  are  intended  to  achieve  some 
tax  policy  objective,  the  proposals  should  be  debated  in  that  context,  not  within  the  context  of 
eliminating  some  type  of  health  care  abuse. 

The  Coalition  submits  that  the  Treasury  Department  Report  on  Taxation  of  Technical 
Services  Personnel:  Section  1706  of  the  Tax  Reform  Act  of  1986  ("Treasury  Report") 
demonstrates  that  tax  policy  considerations  would  favor  retaining  the  status  quo.  The  Treasury 
Report  concludes  that: 

Current  law  does  not  consistently  favor  status  as  either  an  employee  or  an 
independent  contractor. 

Treasury  Report  at  12.    In  this  regard,  the  Treasury  Report  also  points  out  that: 
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Prior  to  1982,  compensation  earned  by  independent  contractors  was  taxed  at 
substantially  lower  rates  under  the  Social  Security  and  Medicare  tax  provisions  of 
the  Code  than  wage  income,  apparently  creating  significant  incentive  for 
misclassification.  Subsequent  legislation  has  essentially  eliminated  this  important 
difference. 

M.  Thus,  while  at  one  time  the  tax  law  might  have  provided  a  tax  incentive  to  prefer 
independent  contractor  status  over  employee  status,  the  law  has  been  changed,  and  clearly  no 
such  alleged  incentive  remains.  The  report  also  concludes  that: 

With  typical  patterns  of  fringe  benefits  and  worker  expenses,  independent 
contractors  and  their  clients  tend  to  pay  higher  levels  of  taxes,  especially  Social 
Security  and  Medicare  taxes,  than  employees  and  employers,  provided  that  the 
income  and  expenses  are  reported  correctly. 

Treasury  Report  at  24.  Hence,  not  only  does  current  law  not  provide  a  preference  for 
independent  contractor  status  over  employee  status,  it  actually  provides  a  preference  in  favor  of 
employee  status. 

The  Treasury  Department  Report  demonstrates  that  current  law  has  created  a  state  of 
equilibrium  with  respect  to  a  taxpayer  choosing  to  work  as  an  employee  or  an  independent 
contractor.  The  Coalition  urges  that  this  equilibrium  not  be  disturbed  absent  some  compelling 
policy  justification.  As  demonstrated  above,  none  of  the  purported  justifications  for  the 
Independent  Contractor  Proposals  would  qualify  as  meritorious,  much  less  compelling. 

IV.  Independent  Contractors  Could  Become  The  Scapegoat  For  Eliminating  Revenue 
ShortfaUs 

Another  reason  for  concern  over  the  Treasury  Department  being  empowered  to  rewrite 
the  law  defining  "employee"  derives  from  the  new  tensions  that  the  HSA  would  impose  on  the 
distinction  between  employee  or  independent  contractor  classification,  and  the  pressure  those 
tensions  could  impose  on  the  Treasury  Department  to  constantly  expand  the  definition  of 
"employee."    The  new  tensions  would  result  from  the  fact  that,  under  the  HSA,  a  subsidy  could 
be  obtained  in  some  cases  by  converting  employees  to  independent  contractor  status. 

Since  government  subsidies  are  ultimately  paid  for  by  taxpayers,  the  aggregate  amount  of 
the  government's  HSA  subsidy  in  any  given  year  could  become  a  significant  concern.  The 
Coalition  anticipates  that  if  the  aggregate  HSA  subsidy  for  a  year  were  to  exceed  its  projected 
amount,  some  might  urge  the  Treasury  Department  to  reduce  the  amount  of  future  subsidies  by 
expanding  the  definition  of  "employee."  The  Treasury  Department  would  have  the  authority  to 
do  so  under  the  HSA  without  Congressional  approval.  Such  an  action  would  make  it  more 
difficult  to  convert  employees  to  independent  contractors,  thereby  possibly  limiting  the 
availability  of  HSA  subsidies. 

The  Coalition  is  gravely  concerned  that,  under  the  HSA,  independent  contractors  could 
one  day  become  the  scapegoat  for  spiraling  increases  in  government  expenditures  for  health 
care,  and  their  ranks  thinned  in  the  name  of  reducing  the  level  of  government  HSA  expenditures. 
The  discretion  given  to  the  Treasury  Department  under  the  HSA,  together  with  government 
HSA  subsidies  that  arguably  would  be  associated  with  independent  contractor  status,  would 
leave  independent  contractor  status  extremely  vulnerable. 

V.  Real  Life  Consequences  Of  Independent  Contractor  Proposals 

The  Coalition  is  concerned  that  the  HSA  changes  to  the  worker  classification  rules  would 
likely  result  in  the  freelance  marketplace  being  restructured  in  a  way  that  would  impose  added 
costs  on  freelance  workers. 

We  are  familiar  with  an  actual  case  where  the  IRS  audited  a  business  and  required  the 
business  to  reclassify  its  independent  contractors  to  employee  status.  Nearly  all  of  the  erstwhile 
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independent  contractors  terminated  their  relationships  with  the  business.  The  individuals  simply 
refused  to  relinquish  their  independence. 

The  Coalition  is  gravely  concerned  that  the  Independent  Contractor  Proposals,  by 
eliminating  virtually  all  of  a  business's  defenses  against  an  overly  aggressive  IRS  reclassification 
effort,  would  result  in  a  massive  reclassification  effort  being  waged  by  the  IRS.  It  is  submitted 
that  such  a  reclassification  effort  would,  in  turn,  result  in  a  gradual  elimination  of  most  types  of 
independent  contractors. 

This  specter  would  introduce  an  intolerable  level  of  uncertainty  into  the  current  market 
for  freelance  talent.  By  permitting  the  Treasury  Department  to  modify  the  rules  for 
distinguishing  employees  from  independent  contractors,  the  HSA  would  effectively  preclude 
businesses  firom  being  able  to  plan  with  any  certainty  how  to  obtain  needed  service  providers  for 
ad  hoc  projects  requiring  unique  talents  not  available  "in  house."  Businesses  would  know  that 
the  worker  classification  rules  were  subject  to  change,  but  they  would  not  know  when  the  rules 
would  be  changed,  and  they  would  not  know  what  the  new  rules  would  provide.  Businesses 
would  likely  react  by  reducing  their  reliance  on  independent  contractors. 

The  effect  on  individuals  who  now  choose  to  work  as  independent  contractors  would  be 
dramatic.  While  policy  makers  might  believe  that  the  changes  would  result  in  freelancers 
becoming  employees  of  their  clients,  we  submit  that  such  a  prediction  represents  a 
misunderstanding  of  why  individuals  choose  to  work  as  independent  contractors.  The  Coalition 
believes  that  the  changes  would  more  likely  result  in  the  erstwhile  independent  contractors 
becoming  affiliated  with  employee  leasing  firms,  or  some  variant  thereof,  to  enable  them  to 
retain  some  semblance  of  the  independence  on  which  they  thrive,  while  avoiding  the  stigma  that 
would  become  associated  with  independent  contractor  status.  As  demonstrated  by  the  anecdote 
recounted  above,  many  individuals  would  refuse  to  work  as  a  captive  employee  of  any  one 
business. 

The  transformation  from  independent  contractor  to  leased  employee  carries  with  it  an 
added  cost.  An  employee  leasing  firm  is  itself  a  business.  Employee  leasing  firms  charge  a 
price  for  admission  to  its  ranks.  The  burden  of  the  admission  cost  would  ultimately  be  borne  1) 
by  the  worker,  in  the  form  of  a  reduced  net  earnings  from  a  project,  or  2)  by  the  client,  who 
would  either  (a)  pass  it  on  to  its  customers  in  the  form  of  higher  prices  for  its  products  or 
services,  or  (b)  absorb  it  internally  through  reduced  net  profits.  Neither  option  represents  wise 
economic  policy. 

At  a  time  when  technology  has  enabled  workers  in  Ireland  to  be  awarded  contracts  to 
perform  the  services  required  by  "back  room"  operations  of  major  United  States  financial  houses 
—  for  a  fraction  of  what  it  would  cost  for  United  States  workers  to  do  the  work,  and  other 
foreign-based  workers  now  vying  for  contracts  to  perform  software  development  and  other  types 
of  services  that  formerly  were  limited  predominantly  to  United  States  workers,  does  it  make  any 
sense  for  the  government  to  impose  an  added  cost  on  the  use  of  United  States  service  providers? 
It  is  respectfully  submitted  that  such  a  policy  defies  common  sense. 

We  believe  that  especially  in  today's  economic  climate,  where  United  States  workers  are 
scrambling  to  compete  against  their  foreign-based  counterparts,  the  government  should  be 
helping  them,  not  throwing  obstacles  in  their  path. 

VI.  Conclusion 

For  the  foregoing  reasons,  the  Coalition  opposes  the  changes  to  the  rules  for  determining 
a  worker's  status.  The  changes  are  not  properly  aimed  at  the  abuses  sought  to  be  guarded 
against;  they  lack  any  tax  policy  justification;  they  would  create  an  intolerably  uncertain 
environment  for  independent  contractors  and  users  thereof;  and  they  would  introduce  into  the 
nation's  labor  market  dramatic  distortions  with  no  perceptible  gain  to  society. 

Finally,  if  the  Congress  deems  it  appropriate  to  act  in  this  area,  it  should  clearly  articulate 
its  justifications  for  the  changes,  debate  them  on  their  true  merits,  and  include  the  specific 
changes  in  the  proposed  legislation,  not  leave  the  specifics  to  an  administrative  agency.  The 
Coalition  submits  that  no  change  of  this  magnitude  should  be  cast  as  a  mere  anti-abuse  measure 
tied  to  an  overshadowing  health  care  reform  proposal. 
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Mr.  Payne.  I  want  to  certainly  thank  the  panel. 
I  am  sorry.  Mr.  Groldstein.  This  is  Benson  Goldstein,  tax  counsel 
for  the  National  Association  for  the  Self-Employed. 

STATEMENT  OF  BENSON  S.  GOLDSTEIN,  TAX  COUNSEL, 
NATIONAL  ASSOCIATION  FOR  THE  SELF-EMPLOYED 

Mr.  GOLDSTEm.  Thank  you,  Mr.  Chairman. 

I  am  tax  counsel  for  the  National  Association  for  the  Self- 
Employed  [NASE].  The  NASE  represents  over  320,000  small 
businesspersons  from  throughout  the  United  States.  Over  85  per- 
cent of  the  NASE  members  are  businessowners  with  five  or  fewer 
employees.  The  members  are  involved  in  a  wide  range  of  busi- 
nesses, notably  the  consulting  services  in  the  retail  field. 

I  want  to  state  a  number  of  things  that  you  can  pretty  much 
guess  at.  First,  NASE  is  opposed  to  the  granting  of  carte  blanche 
authority  to  the  IRS  with  respect  to  these  regulations.  I  think  that 
on  a  longer-term  basis  going  beyond  the  time  period  which  you  will 
take  for  passing  a  health  care  bill,  NASE  could  support  an  inves- 
tigation of  the  tax  treatment  of  independent  contractors.  You  are 
going  to  pass  a  health  care  bill  probably  in  the  next  3  to  6  months. 

What  the  scope  of  that  bill  is  we  don't  know,  but  I  think  the 
independent  contractor  provisions  are  a  very  complicated  matter, 
as  you  have  seen  from  this  and  other  panels.  You  are  layering  the 
independent  contractor  issue  on  top  of  another  very  complicated 
matter  called  health  care  reform. 

Congress  has  grappled  with  this  issue  in  the  early  1980s.  It  is 
a  divisive  issue.  You  are  heading  down  the  track  of  things  like  the 
dead  equity  regulations  that  were  put  out  in  the  early  1980s,  you 
are  heading  down  the  track  of  section  89,  I  think  you  are  also 
heading  down  the  track  of  catastrophic  health  insurance. 

Giving  a  broad  grant  of  authority  to  the  IRS  in  a  short  period 
of  time  without  a  broad  analysis  and  investigation,  I  think  it  is 
going  to  bring  this  issue  back  after  health  care  reform  is  passed. 

It  is  very  likely  to  happen — ^the  day  after  a  health  care  reform 
initiative  passes  with  this  independent  contractor  provision  in  it,  I 
think  you  are  likely  to  have  the  small  business  community  in  gen- 
eral up  here  seeking  cosponsors  to  legislation  to  repeal  tne  provi- 
sion. I  think  that  is  where  you  are  heading  in  a  3-to-6-month  time 
span.  You  need  a  longer-term  analysis  of  this  issue. 

NASE  could  support  a  longer-term  analysis  of  this  issue  on  a 
separate  track  from  health  care  reform. 

Some  people  have  mentioned  that  there  is  a  $20  billion  revenue 
loss  due  to  the  underground  economy.  I  would  like  to  bring  up 
Treasury  testimony  that  was  put  out  in  June  1993  before  the  Gov- 
ernment Operations  Committee.  That  testimony  takes  on  a  some- 
what different  task  in  terms  of  its  presentation,  different  from 
what  is  brought  up  in  the  health  care  debate,  which  was  brought 
up  before  the  health  care  reform  initiative  was  released. 

I  think  with  respect  to  that  testimony,  if  Congress  is  primarily 
concerned  about  short-term  budgetary  impacts  resulting  from  what 
Treasury  calls  worker  misclassifications,  then  the  Nation's  legisla- 
tive body  can  rest  easier. 

In  testimony  before  Congress  last  year,  a  Treasury  spokesman 
stated    that    it    is    impossible    to    determine    a    priori    whether 
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misclassifications  tend  on  average  to  result  in  a  net  revenue  gain 
or  loss.  He  further  stated  that  the  current  Federal  tax  law  does  not 
consistently  favor  status  as  either  an  employee  or  an  employer. 
That  was  said  in  June  1993. 

You  are  now  hearing  something  different  in  the  sense  that 
misclassification  is  a  tremendous  drain  on  the  economy.  What  you 
have  to  look  at  is  if  Treasury  stated  then  that  it  is  difficult  to  de- 
termine whether  there  is  a  revenue  gain  or  loss  on  the  general 
principle  of  misclassification,  now  applying  that  point  to  health 
care  reform,  you  are  going  to  have  the  same  dilemma.  If  it  doesn't 
generate  a  true  revenue  loss  or  gain,  then  maybe  that  is  another 
reason  to  put  the  independent  contractor  issue  off  to  another  day. 
That  is,  look  at  the  issue  on  a  longer-term  basis. 

I  would  like  to  bring  up  one  other  thing.  There  is  a  section  6126 
of  the  bill.  I  think  nobody  here  has  brougnt  that  up.  It  is  a  sleeper 
provision.  It  starts  off  with  a  very  meritorious  concept.  That  is,  if 
vou  are  working  full-time  for  a  company  and  you  start  a  small 
business  on  the  side,  you  are  given  a  credit  for  the  amount  of  pre- 
miums that  that  full-time  employer  has  paid  on  your  behalf.  You 
are  given  this  credit  so  that  you  (as  a  family  unit)  will  not  overpay 
on  the  health  insurance  premiums  for  your  family. 

What  it  does,  though,  is  that  it  says  we  will  give  you  that  credit, 
but  then  we  will  start  taking  that  credit  away.  The  way  they  start 
taking  that  credit  away  is  tney  give  it  a  grant  of  authority  to  the 
National  Health  Board.  It  says  that  if  you  earn  more  than  250  per- 
cent of  the  national  poverty  level  and  you  are  involved  in  what  is 
deemed  to  be  scam  and  secondary  employment  arrangements,  you 
potentially  could  lose  the  benefit  of  that  credit. 

I  bring  that  up  for  a  couple  of  points.  One,  you  are  giving  a  grant 
of  authority  to  the  National  Health  Board  to  determine  what  are 
legitimate  business  transactions  and  that  is  something  the  Con- 
gress should  determine,  not  a  panel  of  unelected  officials.  And  I 
think  it  also  really  sets  a  negative  tone  toward  the  concept  of  inde- 
pendent contractor  status  as  a  general  concept. 

I  will  stop  there.  Thank  you. 

Mr.  Payne.  Thank  you  very  much,  Mr.  Goldstein. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  BENSON  S.  GOLDSTEIN 

TAX  COUNSEL 

NATIONAL  ASSOCIATION  FOR  THE  SELF-EMPLOYED 


Chairman  Range!,  members  of  the  Subcommittee,  thank  you  for 
inviting  me  to  appear  hear  today.  I  am  Benson  S.  Goldstein,  Tax 
Counsel  for  the  National  Association  for  the  Self -En^loyed  (NASE) . 
The  NASE  represents  over  320,000  small  business  persons  from 
throughout  the  United  States.  Over  85  percent  of  the  NASE  members 
are  business  owners  with  5  or  fewer  employees.  The  membership  is 
involved  with  a  very  wide  rcinge  of  businesses,  notably  in  the 
consulting  services  and  retail  fields. 

On  behalf  of  the  NASE,  I  am  pleased  to  testify  on  the 
independent  contractor  provisions  of  H.R.  3600,  President  Clinton's 
health  care  proposal.  This  bill  (entitled,  the  "Health  Security 
Act")  includes  provisions  which  would  generally  permit  the  IRS  to 
issue  prospective  regulations  to  determine  who  is  an  employer  and 
employee  for  purposes  of  both  health  care  and  all  federal 
en^loyment  tax  matters.  The  NASE  agrees  with  the  goals  of  health 
care  reform  that  President  Clinton  outlined  in  his  speech  to 
Congress  last  fall.  We  are  concerned,  however,  that  the 
independent  contractor  provisions  of  the  proposed  Health  Security 
Act  would  in^ede  these  goals. 

We  believe  that  any  attempt  to  dramatically  restructure  the 
tax  treatment  of  independent  contractor  status  would  be  a  major  and 
unnecessary  distraction  from  the  broader  health  care  debate.  To  the 
extent  Congress  begins  a  review  of  independent  contractor  status, 
such  an  investigation  should  be  conducted  on  a  separate  track  from 
health  care.  The  independent  contractor  matter  is  too  con^jlex  a 
teix  issue  to  be  discussed  as  a  sidelight  to  health  care  reform. 

Thg  NASE  Position  pn  Hg^l^h  C»rg  Rgfprm 

Many  proponents  of  H.R.  3600  argue  that  the  Administration's 
independent  contractor  provisions  are  inextricably  linked  to  the 
employer  mandate  concept.  The  NASE  strongly  disagrees  with  this 
position.  We  believe  that  broad-based  and  meeuaingful  health  care 
reform  can  be  acconplished  without  enacting  an  en^loyer  mandate  or 
by  adding  additional  burdens  on  independent  contractor  status. 

Unfortunately,  it  is  this  heavy  reliance  on  an  employer 
mandate  which  pushes  the  bill  sponsors  towards  modifications  in  the 
tax  treatment  of  independent  contractors.  This  is  but  one  of  many 
reasons  why  NASE  believes  reliance  on  an  employer  meindate  would  be 
a  serious  mistoUce. 

Section  530  of  the  1978  Revenue  Act 

Section  530  of  the  Revenue  Act  of  1978  was  the  last  time 
Congress  passed  broad  legislation  addressing  the  issue  of  who  is  an 
independent  contractor  and  who  is  ain  en^loyee.  Although  Section 
530  clearly  has  flaws,  it  does  provide  en5)loyers  with  a  safe  harbor 
for  determining  who  is  an  independent  contractor.  The  statute  also 
in5>oses  a  moratorium  on  any  IRS  regulations  involving  independent 
contractor  status. 

This  existing  law  provides  en^loyers  with  relief  from 
potential  IRS  reclassification  of  a  firm's  independent  contractors 
as  en^loyees  by  prohibiting  the  IRS  from  reclassifying  such  workers 
if  the  en^loyer  has  a  reasonable  basis  for  its  treatment  of  the 
workers  as  independent  contractors.  A  reasonable  basis  includes 
reliance  on  (1)  judicial  precedent  or  IRS  rulings,  (2)  a  past  IRS 
audit  in  which  there  was  no  assessment  attributable  to  en^loyment 
taxes,  and  (3)  a  long-stsmding  industry  practice  in  treating  the 
workers  as  independent  contractors. 

Section  7303  of  the  proposed  Health  Security  Act  makes 
substeintial  chemges  in  these  safe  harbors.  Among  other  changes, 
the  legislation  repeals  the  "industry  practice"  safe  harbor  once 


Mr.  Bennie  L.  Thayer,  President  and  Chief  Executive  Officer, 
National  Association  for  the  Self -En^loyed,  before  the  Committee  on 
Ways  and  Means,  U.S.  House  of  Representatives,  February  3,  1993. 
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the  Internal  Revenue  Service  issues  new  independent  contractor 
regulations.  This  change  alone  would  transform,  overnight,  the  job 
status  and  future  employment  viability  of  millions  c.Z  Americans. 
The  NASE  strongly  opposes  any  such  wholesale  change  in  the  total 
tax  treatment  of  independent  contractors.  Such  an  massive 
reorientation  cannot  be  accomplished  in  a  fair  and  equitable 
fashion  when  inter-mixed  with  the  largely  unrelated  issues  and 
timetable  of  health  care  reform. 

The  Administration's  Proposals  Regarding  Independent  Contractor 
Regulations 

Section  7301  of  the  Health  Security  Act  provides  the  IRS  with 
authority  to  issue  prospective  regulations  on  independent 
contractor  status  "in  order  to  prevent  the  misclassif ication  of 
workers"  by  businesses  or  persons  seeking  to  "minimize  payment" 
under  the  Administration's  initiative.  The  regulations  would  not 
be  limited  to  situations  relating  to  health  care  premiums,  but 
would  also  be  appliceible  to  all  issues  related  to  employment  taxes. 
Further,  Section  7302  increases  the  tax  penalties  associated  with 
information  returns  and  independent  contractor  status.  The  NASE 
views  these  provisions  as  a  dangerous  and  open-ended  grant  of 
authority  to  the  Service. 

The  NASE  is  fully  supportive  of  the  notion  that  all  taxpayers 
should  pay  their  fair  share  of  taxes.  In  addition,  as  addressed 
below,  we  do  support  efforts  by  Treasury  and  the  IRS  to  identify 
areas  of  potential  abuse  with  respect  to  employment  classification 
issues.  Nevertheless,  given  the  complexity  of  such  a  task,  we  do 
not  believe  that  such  a  study  can  be  objectively  accomplished 
within  the  constraints  of  the  health  care  debate. 

Congress  has  grappled  with  the  independent  contractor  issue 
both  in  1978  and  again  in  the  early  1980s.  Both  times,  Congress 
found  the  independent  contractor  issue  extremely  divisive  and 
complicated  --  even  without  the  added  difficulty  of  health  care 
reform.  For  this  reason,  NASE  does  not  believe  a  fair  and 
equiteible  solution  can  be  crafted  for  this  issue  in  a  short  time 
period,  and  clearly  not  within  the  3  to  6  month  time  span  that  most 
experts  believe  it  will  take  Congress  to  pass  a  final  health  care 
initiative. 

Thg  NAgE  gtrgngly  ppppggg  ^  g^rtg-bl^nghg  grgnt;  of  a^th(?rity 
to  the  IRS  to  issue  independent  contractor  regulations.  Without 
clear  and  unambiguous  safeguards  built  into  the  law,  we  believe 
that  such  a  broad  grant  of  authority  is  equivalent  to  "putting  the 
fox  in  charge  of  the  hen  house . " 

Small  business  has  had  a  long-standing  policy  of  supporting 
clarification  of  independent  contractor  status.  But  the  objective 
of  that  policy  should  be  to  accommodate  changes  in  the  U.S.  cuid 
global  economies  toward  more  --  not  less  --  flexibility  in 
employment  and  contracting  arrangements.  Small  business'  concerns 
have  been  fueled  by  the  vigorousness  of  IRS  payroll  tax  audits 
focussing  on  en^jloyment  classification  issues. 

In  response  to  the  intensity  with  which  the  IRS  has  pursued 
independent  contractor  audits,  the  NASE  has  previously  called  upon 
Congress  to  take  steps  to  foster  the  nation's  entrepreneurship  base 
--  and  not  look  for  ways  to  impede  the  availability  of  independent 
contractor  status.  In  the  absence  of  stringent  safeguards  built 
into  the  law,  we  view  the  independent  contractor  provisions  of  the 
Health  Security  Act  as  a  step  in  exactly  the  wrong  direction  --  as 
well  as  a  significant  in^ediment  to  economic  growth  and  to  the 
entrepreneurial  spirit . 

CpnqrgggiQntil  ^nv^gt^iq^tpjcpq  pg  IqdgpgpdSPt  CgqtFagtprg 

The  NASE  does  support  the  idea  of  a  separate  Congressional 
investigation   regarding   the   tax   treatment   of   independent 
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contractors.  But  we  believe  that  clear  objectives  must  be  set 
before  such  em  investigation  Is  undertaOcen.  Any  Congressional 
Inquiry  of  this  type  should  be  premised  on  the  need  to  foster  and 
promote  independent  contractor  status  --  as  opposed  to  heavily 
restricting  its  use. 

Once  such  an  economic  intact  or  review  has  been  con^leted,  the 
NASE  would  support  a  review  of  the  20  factor  test  now  utilized  in 
determining  independent  contractor  status.  This  20  factor  test 
centers  around  an  emalysls  of  the  degree  to  which  a  service 
recipient  has  control  over  a  worker  amd  the  services  provided  by 
that  worker. 

The  NASE  emd  others  in  the  small  business  community  can  agree 
with  the  Treasury  Department  when  it  calls  this  20  factor  test 
subjective.  In  testimony  before  the  House  Government  Operations 
Committee  last  year.  Treasury  Deputy  Benefits  Taix  Counsel  J.  Mark 
Iwry  stated  that  the  20  factor  test  has  been  "criticized  as  leading 
to  imprecise  and  unpredictable  results ..."  Also  as  part  of  that 
testimony,  Iwry  provided  a  lengthy  discussion  of  what  the  Treasury 
called  the  consequences  of  worker  misclassiflcatlon.  Iwry  even 
stated  that  "Deliberate  misclassiflcatlon. . .may  tend  to  result  in 
net  revenue  losses  to  the  extent  misclassiflcatlon  is  undert^Jcen  to 
obtain  a  net  teuc  benefit  for  the  en^loyer  euad  the  worker." 

The  NASE  does  not  emd  will  never  condone  deliberate 
misclassiflcatlon  of  workers.  We  do  not  believe  Congress  should 
condone  such  activity.  But  if  Congress  is  primarily  concerned 
about  short-term  budgetary  iii5>acts  resulting  from  what  Treasury 
calls  worker  misclassiflcatlon,  then  the  nation's  legislative  body 
can  rest  easier.  lurry  further  stated  in  his  testimony  last  year 
that  "it  is  in^josslble  to  determine  a  priori  whether 
mlsclassificatlon  tends,  on  average,  to  result  in  a  net  revenue 
gain  or  loss . ■ 

Iwry  noted  a  very  significant  reason  for  his  revenue  In^jact 
analysis.  He  stated  'current  Federal  tax  law  does  not  consistently 
favor  status  as  either  an  employee  or  an  independent  contractor." 
In  other  words,  workers  end  up  paying  about  the  same  taxes  either 
way.  Assuming  this  logic  carried  through  to  health  care,  it  is 
probable  that  Treasury  would  similarly  find  it  difficult  to 
determine  any  net  revenue  gain  or  loss  from  worker 
misclassiflcatlons  on  the  overall  health  care  budget. 

This  is  cmother  in5>ortant  reason  why  meJclng  hasty  legislative 
or  regulatory  chcmges  in  the  tauc  treatment  of  Independent 
contractors  or  workers  is  ill  advised.  Given  the  revenue 
uncertainty.  Congress  should  remain  cautious  ad^out  making  snap 
changes  in  independent  contractor  status.  Hasty  changes  in  the  law 
amd  regulations  can  have  dramatic  and  potentially  harmful  Impacts 
on  millions  of  small  business  persons  and  the  nation's  work  force 
as  a  whole. 

A  "Sleeper"  Independent  Contractor  Provision  of  H.R.  3600 

The  President's  health  care  bill  requires  a  self-employed 
person  to  maOte  premium  payments  to  a  regional  health  alliance  based 
on  a  certain  formula.  It  the  NASE's  understauading  that,  under  this 
formula,  a  self-employed  person  would  generally  pay  "enqployer" 
premiums  (to  cover  his  or  her  family's  own  health  care  needs)  equal 
to  7.9  percent  of  his  income  amd  "eii5)loyee"  premiums  equal  to  1.9 
percent  of  Income,  subject  to  a  cap  based  on  the  average  cost  of  a 
family  plam  in  the  alllamce  area. 


hir.  J.  Mark  Iwry,  Deputy  Benefits  Tax  Counsel,  Department  of 
Treasury  before  the  Subconsnittee  on  Commerce,  Consumer,  amd 
Monetary  Affairs,  Ccnimlttee  on  Government  Operations,  U.S.  House  of 
Representatives,  June  8,  1993,  page  6. 
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Even  when  coupled  with  an  increase  in  a  self-employed  person's 
health  insurance  deduction  from  25  percent  to  100  percent,  we 
believe  this  formula  is  likely  to  result  in  a  significant  increase 
in  the  health  insurance  costs  for  any  family  in  which  there  is  both 
a  self-enployed  individual  and  a  working  spouse.  In  other  words, 
the  President's  plem  requires  both  the  self -en^loyed  individual  and 
his  or  her  working  spouse  to  pay  health  insurance  premiums. 

Section  6126  of  H.R.  3600  contains  this  "sleeper'  provision 
impacting  upon  self -en^jloyed  persons.  On  the  one  hand.  Section 
6126  appears  to  place  a  cap  on  the  out-of-pocket  health  insurance 
costs  of  the  individual  who  is  also  employed  full-time.  The  Health 
Security  Act  provides  this  individual  with  a  credit  based  on  the 
amount  of  health  insurance  premiums  paid  by  his  en^loyer  for  the 
year. 

Taken  at  face  value,  Section  6126  should  be  considered  pro- 
entrepreneurial  and  pro-growth.  That  is,  the  provision  attempts  to 
reduce  the  level  of  risk  associated  with  an  individual  starting  his 
or  her  own  business.  On  the  other  hand,  however,  the  legislation 
also  appears  to  potentially  eliminate  this  credit  for  any  self- 
employed  individual  who  has  income  that  exceeds  250  percent  of  the 
applicable  poverty  level.  Presuming  that  $15,000  constitutes  the 
national  poverty  level  in  1993  for  a  family  of  four,  a  self- 
employed  individual  earning  more  than  $37,500  in  a  given  year 
potentially  loses  the  protection  of  the  cap. 

The  bill  goes  on  to  reduce  or  eliminate  this  cap  on  out-of- 
pocket  health  insurance  costs  if  the  self-employed  individual  is 

(1)  a  substantial  owner  and  employee  of  a  closely  held  business  and 

(2)  the  individual  is  engaged  in  "sham  or  secondary  employment 
arrangements . " 

The  NASE  is  very  concerned  cibout  this  particular  provision  for 
a  number  of  reasons.  First,  it  is  the  National  Health  Board  which 
is  given  the  authority  under  the  legislation  to  determine  what 
constitutes  "sham  or  secondary  employment  arrangements."  This  is 
a  dangerous  grant  of  authority  to  a  national  board  of  unelected 
officials  whose  expertise  is  supposed  to  be  health  care,  not  tax 
policy.  The  NASE  firmly  believes  that  Congress  alone  should  have 
the  authority  to  define  what  constitutes  a  legitimate  business 
practice.  Second,  by  virtue  of  the  use  of  words  like  "secondary 
employment  arrangements",  the  health  care  legislation  seems  to  be 
revealing  an  underlying  tone  of  hostility  toward  independent 
contractor  status. 

Especially  troubling  ig  thg  prpspgct  that  thg  self-employed 
pgrgpn  may  have  t<?  Sharg  gpn;Eidehti»l  personal  jncomg  »nd  tax  d^t:» 

with  any  pptential  goptractihg  indivJdu^J,  or  bueihess.   it  is 

difficult  to  see  how  individuals  and  firms  wishing  to  contract  with 
self-employed  people  could  risk  the  cost  consequences  of 
contracting  with  a  person  who  might  be  reclassified,  months  or 
years  later,  as  ein  employee.  The  only  way  to  avoid  such  a  risk  -- 
and  even  then  not  to  entirely  avoid  it  --  is  for  the  self-employed 
person  to  make  all  of  his  or  her  income  records  available  to  any 
potential  contractor.  This  is  a  scenario  which  would  be 
inequitable,  dampening  to  entrepreneurial  spirit,  and  likely  to 
impose  vast,  complex  recordkeeping  burdens  on  tens  of  thousands  of 
start-up  small  businesses.  It  strongly  suggests  to  us  that 
individual -based  health  insurance,  rather  than  employer-based 
health  insurance,  would  make  much  more  sense  for  the  self-employed 
and  for  owners  of  very  small  businesses. 

Conclusion 

The  health  caye  debate  Xs  not  the  place  hor  the  time  to 
evaluate  the  fyi;  range  <?f  policy  jgsves  gwrrgyinding  independent 

contractor  status.  If  this  potential  effort  to  overturn  past 
precedent  on  independent  contractor  status  remains  part  of  any 
final  health  care  bill.  Congress  cmd  the  Administration  should 
expect  the  small  business  community  to  unleash  a  fury  of  activity 
in  opposition  to  these  provisions  contained  in  the  health  care 
legislation.  We  believe  this  scenario  would  likely  result  in  a 
"call  to  arms"  by  major  small  business  associations,  creating  a 
major  distraction  away  from  the  critical  debate  over  what  form  the 
nation's  health  care  system  should  take  going  into  the  twenty-first 
century . 
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Mr.  Payne.  Mr.  Jacobs,  do  you  have  any  comments  or  questions? 

Mr.  Jacobs.  Thank  you,  sir.  I  appreciate  the  testimony. 

Mr.  Payne.  I  am  sorry  that  I  did  not  get  to  hear  all  your  testi- 
mony. I  have  your  written  testimony.  What  you  have  said  has  been 
very  helpful  in  terms  of  building  the  record. 

I  notice  that  Mr.  Smith  is  tne  chairman  of  Mayflower  Transit 
and  I  am  somewhat  familiar  with  how  your  business  and  busi- 
nesses like  yours  function  with  independent  contractors.  I  did  want 
to  inquire  of  you  if  you  had  not  said  this  in  your  testimony  as  it 
related  to  your  business  specifically  how  this  provision  of  the  law, 
proposed  provision,  might  affect  you  and,  or  affect  your  business 
and  your  enterprise? 

Mr.  Smith.  The  proposed  reclassification,  if  applied  broadly, 
would  potentially  devastate  and  eventually  wipe  out  Mayflower 
Transit  as  you  and  Mr.  Jacobs  may  know  it.  The  risk  associated 
with  redefining  the  relationship  between  an  independent  operator 
and  his  affiliated  vanline  or  agency  is,  as  someone  referred  to  ear- 
lier today,  like  rewriting  the  entire  system  at  a  time  when  the  sys- 
tem can  ill  afford  that. 

To  suggest  that  an  independent  operator  is  denied  that  legiti- 
mate work  classified  and  caused  to  be  on  an  unsolicited  basis  an 
employee,  and  therefore  imply  that  Mayflower,  in  my  case,  has  the 
incumbent  responsibility,  therefore,  to  fulfill  his  obligations  as  an 
independent  businessman,  that  is,  acquire  the  tractor  and  trailer 
that  he  owns  independently  from  our  company,  and  undertake  re- 
placing him  as  a  source  of  service  to  the  consumer-moving  public, 
is  a  massive  undertaking  and  probably  ill  timed  when  we  are  also 
still  trying  to  sort  out  such  issues  as  health  care. 

We  view  them  as  totally  independent  fi'om  each  other,  and  no 
reason  to  incorporate  this  challenge  of  worker  classification  at  the 
same  time  that  we  try  to  rationalize  the  very  necessary,  we  believe, 
health  care  reform.  It  is  like  restructuring  the  entire  industry  for 
an  unclear,  frankly,  objective  at  this  point. 

Mr.  Payne.  Do  you  think,  knowing  what  you  do,  it  is  likely  that 
your  independent  contractors  would  be  reclassified  as  employees? 

Mr.  Smith.  I  testified  on  behalf  of  ATA  and  AMC  who  acknowl- 
edge that  the  administration  and  as  referenced  by  one  of  your  col- 
leagues. Secretary  Bentsen,  says  that  that  is  not  the  intent.  You 
have  to  understand  that  most  of  us  here  have  a  lot  of  years  of  his- 
tory of  dealing  with  Treasury  as  to  what  has  been  the  stated  intent 
of  what  are  difficult  to  understand  and  difficult  to  live  with  regula- 
tions. 

It  is  our  hope  that  there  is  not  a  restructuring  by  virtue  of  this 
section  of  the  Health  Reform  Act,  but  we  are  wary  of  that  risk  and 
suggest  that  it  is  an  unnecessary  undertaking  as  a  part  of  the 
Health  Reform  Act. 

So,  yes,  I  am  concerned  that  we  face  an  onerous  and  difficult  to 
live  with  burden.  We  acknowledge — apparently  yesterday  the  Sec- 
retary included  in  his  testimony  that  it  was  not  his  intention  to 
create  a  wholesale  reclassification.  But  we  point  out  what  hap- 
pened prior  to  1978  and  in  the  early  1980s  when  this  very  commit- 
tee had  to  intervene  and  look  at  the  leased  employee  rules. 

So,  yes,  our  industry  is  quite  concerned,  quite  wary  of  the  cir- 
cumstance. 
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Mr.  Payne.  As  the  chairman  said  earher,  and  many  of  us  share 
the  view  that  we  have  concerns  about  any  kind  of  carte  blanche  au- 
thority that  might  be  given  to  the  Treasury  or  the  IRS,  and  yet  this 
is  an  issue  especially  as  it  relates  to  health  care,  the  issue  of  uni- 
versal coverage  and  one  that  we  certainly  need  to  continue  to  look 
at  and  visit  in  a  responsible  way,  we  think. 

Mr.  Smith.  For  sure. 

Mr.  Payne.  Thank  you  all  very  much.  We  appreciate  your  testi- 
mony. 

Our  next  panel  is  James  C.  Pyles,  counsel  of  the  Home  Health 
Services  and  Staffing  Association;  Richard  Lewis,  the  president  of 
the  American  Pulp  wood  Association;  Ken  Kies,  tax  counsel  for  the 
American  Resort  Development  Association;  Roy  Pentilla,  executive 
director  of  the  Michigan  State  Health  Finance  Agency  and 
Labrenda  Garrett  Nelson,  counsel,  formerly  with  the  Joint  Commit- 
tee on  Tax,  speaking  on  behalf  of  the  National  Council  of  Health 
Facilities  Finance  Authorities;  and  Stephen  Claibom,  managing  di- 
rector of  Lehman  Brothers  in  Houston,  Tex.,  speaking  on  behalf  of 
the  Public  Securities  Association. 

I  would  ask  at  this  time  for  all  of  you  to  realize  that  we  will  have 
your  entire  written  statements  put  into  the  record.  We  would  ask 
you  to  summarize  your  remarks  in  a  5-minute  period. 

Mr.  Pyles. 

STATEMENT  OF  JAMES  C.  PYLES,  COUNSEL,  HOME  HEALTH 
SERVICES  AND  STAFFING  ASSOCIATION 

Mr.  Pyles.  Thank  you,  Mr.  Chairman.  I  will  be  glad  to  hit  just 
the  high  spots  of  my  written  testimony. 

I  represent  the  Home  Health  Services  and  Staffing  Association 
whose  members  provide  supplemental  medical  staff,  such  as  nurses 
and  nurses  aides,  to  hospitals  and  other  health  care  facilities  on  a 

f)art-time  or  temporary  basis.  The  association's  members  are  both 
arge  and  small  businesses. 

We  have  heard  a  lot  about  the  concerns  of  small  businesses  over 
the  last  2  days.  Our  businesses  have  one  thing  in  common.  They 
all  treat  their  supplemental  staffing  workers  as  employees  in  ac- 
cordance with  the  IRS'  consistent  interpretation  and  application  of 
the  employment  tax  laws  to  our  industry. 

There  may  have  been  confusion  about  the  application  of  the  em- 
ployment tax  laws  to  other  industries,  but  there  has  not  been  any 
confusion  in  our  industry.  We  support  the  language  in  the  Presi- 
dent's bill  that  would  take  a  step  toward  curbing  abuse  in  the  con- 
tractor status. 

We  do  not  necessarily  support  the  President's  bill,  but  we  do 
think  that  provision  is  a  strong  provision  and  should  be  enacted 
whether  it  is  in  the  context  of  health  care  reform  or  outside  of  it. 

Our  association  is  a  member  of  the  Coalition  for  Fair  Worker 
Classification  which  includes  associations  representing  literally 
himdreds  of  thousands  of  both  employers  and  workers  and  is  dedi- 
cated to  eliminating  the  fraud,  waste  and  abuse  that  results  from 
the  intentional  misclassification  of  workers  as  independent  contrac- 
tors. 

I  would  just  mention  one  thing  that  has  not  been  brought  out  in 
prior  testimony,  and  that  is  that  misclassification  of  workers  is  a 
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one-way  street.  It  is  a  constantly  growing  problem.  Once 
misclassification  as  independent  contractors  occurs,  businesses 
don't  go  back.  So  we  have  abuse  of  a  rule  that  is  gradually  devour- 
ing the  rule  and  it  is  being  devoured  with  the  use  of  section  530 
which  we  believe  is  a  license  to  steal  from  competitors,  from  work- 
ers and  from  the  government. 

I  would  like  to  skip  if  I  could  to  some  of  the  allegations  that  have 
been  made  about  the  language  in  the  President's  bill  and  some  of 
what  we  think  are  the  obvious  responses. 

First,  that  we  do  support  the  language  in  the  President's  bill  in 
subtitle  C.  Remember  it  does  essentially  two  things.  There  has 
been  a  lot  of  confusion  about  that  over  the  last  2  days.  The  provi- 
sion authorizes  the  Treasury  Department  not  to  issue  some  par- 
ticular new  law,  but  to  engage  in  a  process,  a  rulemaking  process 
to  adopt  new  regulations  after  full  input  from  the  public. 

Second,  the  provision  in  the  President's  bill  narrows  or  elimi- 
nates the  section  530  safe  harbors,  but  only  once  the  clarifying  reg- 
ulations have  been  reviewed  by  the  public  and  reviewed  by  Con- 
gress and  become  effective.  So  it  really  is  a  process  that  is  initiated 
in  that  bill. 

Some  of  the  allegations  that  have  been  made  seem  to  fall  into  the 
following  categories.  One  is  that  the  proposed  legislative  amend- 
ment will  reduce  or  eliminate  the  availability  of  the  independent 
contractor  status.  That  concern  is  clearly  misplaced,  we  believe  be- 
cause the  legislative  proposal  merely  directs  Treasury  to  issue 
clarifying  regulations  which  give  significant  weight  to  the  common 
law  applicable  in  determining  the  employer-employee  relationship. 

Further,  those  relations  cannot  change  the  status  of  workers  that 
are  defined  as  not  employees  in  the  statute.  The  statutory  provi- 
sion we  believe  attacks  abuse.  There  is  not  going  to  be  wholesale 
reclassification  of  independent  contractors.  The  folks  that  should 
have  concern  with  this  provision  are  the  folks  who  have  been  inten- 
tionally misclassifying  and  gaining  a  competitive  advantage  by  it. 

The  second  allegation  we  have  heard  is  that  the  amendment  will 
confer  unrestricted  authority  to  allow  the  IRS  to  adopt  harsh  and 
arbitrary  rules.  That  allegation  is  also  untrue,  because  the  IRS  will 
have  to  issue  regulations  in  accordance  with  the  rulemaking  proce- 
dures of  the  Administrative  Procedure  Act  which  requires  notice  of 
proposed  rules,  an  opportunity  for  public  comment,  a  response  to 
the  comments  and  a  basis  and  purpose  statement  issued  by  the 
IRS,  and  opportunity  for  those  who  are  disgruntled  to  enjoin  the 
rules  as  arbitrary  and  capricious  in  a  court  action  under  the  Ad- 
ministrative Procedure  Act.  Further,  the  legislation  provides  an  op- 
portunity for  congressional  intervention  by  requiring  the  IRS  to 
submit  a  report  to  Congress  describing  the  purpose  of  the  regula- 
tions and  to  provide  a  6-month  delayed  effective  date  once  the  reg- 
ulations are  issued. 

In  addition,  the  IRS  and  the  public  will  have  the  benefit  of  guid- 
ance from  the  amendment's  legislative  history. 

Another  allegation  we  have  heard  is  that  no  amendment  is  nec- 
essary because  the  consistency  principle  in  the  current  language  of 
section  530  prevents  companies  from  gaming  the  system  by  redes- 
ignating workers  as  independent  contractors.  Folks  who  make  that 
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argument  are  either  being  disingenuous  or  don't  know  what  is 
going  on  out  there. 

You  simply  have  to  estabHsh  a  new  corporation,  which  you  can 
do  in  1  day,  and  run  all  your  independent  contractors  through  that. 
So  you  can  get  around  the  consistency  principle  easily.  It  is  not  a 
restriction. 

Another  allegation  is  that  the  misclassification  of  workers  is  too 
complicated  and  controversial  to  be  addressed  in  health  care  re- 
form. We  think  curbing  the  abuse  of  the  employment  tax  laws  is 
long  overdue  and  absolutely  necessary  but  indispensible  if  you  are 
talking  about  health  reform  that  links  health  insurance  to  the  em- 
ployment status. 

Finally,  we  hear  that  Treasury  should  submit  the  regulations  to 
Congress  for  their  approval  before  they  become  final. 

As  I  mentioned,  the  amendment  already  does  that.  It  says  that 
it  will  be,  the  final  regulations  will  have  a  6-month  delayed  effec- 
tive date  and  Congress  will  have  an  opportunity  to  either  change 
them  or  modify  them,  and  if  they  want.  Congress  will  have  an  op- 
portunity for  further  input. 

With  that,  I  will  stop  my  comments  and  await  your  questions. 

Thank  you. 

Mr.  Payne.  Thank  you. 

[The  prepared  statement  follows:] 
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TESTIMONY  BEFORE  THE  HOUSE  SUBCOMMITTEE 
ON  SELECT  REVENUE  MEASURES 

SELECTED  TAX  PROVISIONS  IN  THE  ADMINISTRATION'S 
HEALTH  SECURITY  ACT 

Home  Health  Services  and  Staffing  Association 

119  South  Saint  Asaph  Street,   #115D 

Alexandria,  Virginia   22314 

James  C.  Pyles 

Counsel 
(202)  466-6550 

Mr.  Chairman  and  members  of  the  Subcommittee,  I  am  James  C. 
Pyles  representing  the  Home  Health  Services  and  Staffing 
Association  whose  members  provide  supplemental  medical  staff, 
such  as  nurses  and  nurse's  aides,  to  hospitals  and  other  health 
care  facilities  on  a  part  time  and  temporary  basis.   The 
Association's  members  are  both  large  and  small  businesses,  but 
they  have  one  thing  in  common  —  they  all  treat  their 
supplemental  staffing  workers  as  employees  in  accordance  with  the 
IRS'  consistent  interpretation  and  application  of  the  employment 
tax  laws  to  our  industry.' 

Our  Association  is  also  a  member  of  the  Coalition  for  Fair 
Worker  Classification  which  includes  associations  representing 
hundreds  of  thousands  of  employers  and  workers  and  is  dedicated 
to  eliminating  the  fraud,  waste  and  abuse  that  results  from  the 
intentional  misclassif ication  of  employees  as  independent 
contractors.   In  furtherance  of  that  objective,  our  Association 
and  the  Coalition  for  Fair  Contracting  support  the  "Employment 
Status  Provisions"  of  the  Health  Security  Act. 

Mr.  Chairman,  you  were  absolutely  correct  when  you  stated  at 
the  September  21,  1993  hearing  before  this  Subcommittee  that  the 
employee  misclassif ication  issue  is  an  "old  dog"  that  has  been 
around  too  long  and  that  it  is  time  that  legislative  action  be 
taken  to  curb  the  abuse. ^  This  issue  now  has  been  the  subject  of 
at  least  five  congressional  hearings  in  recent  years.'  The 
following  conclusions  have  been  conclusively  established  in  the 
course  of  those  hearings: 

1.    Intentional  misclassif ication  of  employees  as  independent 
contractors  is  a  pervasive  and  growing  practice.'' 


Technical  Advice  Memorandum  9135001  (February  28, 
1991);  Technical  Advice  Memorandum  8913002  (December  8, 
1989);  Private  Letter  Ruling  9122020  (June  4,  1991); 
Revenue  Ruling  75-101,  1975-1  C.B.  318. 

Statement  of  Chairman  Rangel,  Hearing  on  Miscellaneous 
Revenue  Issues,  Subcommittee  on  Select  Revenue 
Measures,  Trans,  at  191  (September  21,  1993)  . 

"The  Pros  and  Cons  of  Home-based  Clerical  Work," 
Subcommittee  on  Employment  and  Housing  (1986);  "Rising 
Use  of  Part-time  and  Temporary  Workers:  Who  Benefits 
and  Who  Loses?",  Subcommittee  on  Employment  and  Housing 
(1988) ;  "Exploiting  Workers  By  Misclassif ying  Them  as 
Independent  Contractors"  Subcommittee  on  Employment  and 
Housing  (1991);  "Repeal  of  Section  530  of  the  Revenue 
Act  of  1978,"  Subcommittee  on  Select  Revenue  Measures 
(September  21,  1993). 

"Contractor  Games:  Misclassif ying  Employees  as 
Independent  Contractors,"  Committee  on  Government 
Operations,  H.  Rep.  102-1053,  102d  Cong.,  2d  Sess.  10 
(October  16,  1992) (hereinafter  "Contractor  Games"). 
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2.  Misclassification  of  workers  deprives  federal  and  state 
governments  of  billions  of  dollars  annually  in  lawfully  due 
revenues.* 

3.  Misclassification  deprives  workers  of  the  benefits  and 
protections  of  a  broad  range  of  laws,  usually  without  their 
knowledge  or  against  their  will  (e.g.,  unemployment 
compensation,  workers  compensation,  disability  insurance. 
Social  Security  and  Medicare  quarters  of  coverage,  the  Fair 
Labor  Standards  Act,  the  Occupational  Safety  and  Health  Act, 
the  Americans  with  Disabilities  Act,  the  Family  Medical 
Leave  Act,  and  employment  discrimination  laws  administered 
through  the  Equal  Employment  Opportunity  Commission) .' 

4.  Misclassification  of  workers  coupled  with  abuse  of  the  §  530 
"safe  harbors"  results  in  inequitable  application  of  the 
employment  tax  laws  which  places  law  abiding  companies  "at  a 
great  competitive  disadvantage."^ 

5.  Companies  that  misclassify  shift  their  share  of  the  cost  of 
programs  such  as  unemployment  compensation  and  workers 
compensation  to  law  abiding  employers.' 

The  misclassification  of  workers  in  the  medical  staffing 
industry  is  particularly  pernicious  because  it  jeopardizes  the 
quality  of  health  care  being  provided.   Competitors  of  our 
members  provide  nurses  for  the  intensive  care  and  other  critical 
care  departments  of  hospitals  while  representing  that  they  are 
independent  contractors  over  whom  there  is  no  right  of  control  or 
supervision.   However,  supervision  and  integration  of  the 
services  provided  by  nurses  in  such  institutional  settings  is 
legally  and  practically  imperative.' 

Misclassification  in  the  medical  staffing  industry  is 
especially  disturbing  because  those  who  misclassify  are  well 
aware  that  their  actions  are  contrary  to  the  IRS'  consistent 
interpretation  of  the  law.'"  Further,  the  companies  that 
misclassify  provide  precisely  the  same  service  to  exactly  the 
same  hospitals  and  even  use  some  of  the  same  workers.   These 
companies  take  advantage  of  the  fact  that  staffing  companies 
which  treat  their  health  care  workers  as  employees  are  required 
to  incur  certain  overhead  costs  for  those  workers,  such  as 
furnishing  them  with  the  three  shot  hepatitis  B  vaccination 
series  and  providing  them  with  infection  control  education  and 
training  as  required  under  the  OSHA  bloodborne  pathogens 
regulations."   Companies  that  misclassify  either  obtain  a  "free 
ride"  by  shifting  these  costs  to  law  abiding  companies  or  they 


"Tax  Administration:  Approaches  for  Improving 
Independent  Contractor  Compliance,"  GAO/GGD-92-108,  23- 
24  (July  23,  1992) (hereinafter  "Tax  Administration"); 
"Contractor  Games,"  5-6. 

"Contractor  Games,"  2-4. 

"Contractor  Games,"  2-3,  8;  "Tax  Administration,"  6-7. 

"Contractor  Games,"  8. 

Accreditation  Standards  for  Hospitals.  Joint  Commission 
on  Accreditation  of  Healthcare  Organizations,  §§  NC.2- 
NC.5.6,  SE.4,  SP.l-S.5.4  (1993);  42  C.F.R.  §  482.23. 

See  testimony  of  Independent  Nurse  Brokers  Association 
admitting  that  their  members  openly  defy  the  IRS' 
interpretation  of  the  employment  tax  laws.   Hearing 
before  Select  Revenue  Measures  Subcommittee,  Trans,  at 
165-66  (September  21,  1993). 

29  C.F.R.  Part  1910. 
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expose  their  workers  to  infection  from  diseases  such  as  AIDS  and 
hepatitis  without  training  or  vaccinations. 

We  support  the  Employment  Status  Provisions  of  the  Health 
Security  Act  because  they  do  two  things  which  are  essential  to 
curbing  the  misclassif ication  of  workers.   First,  they  authorize 
the  Treasury  Department  to  adopt  regulations  clarifying  the 
definition  of  employee,  after  providing  a  full  opportunity  for 
public  input.   Second,  they  narrow  or  eliminate  the  §  530 
protections  once  the  clarifying  regulations  have  become 
effective. 

Only  those  seeking  to  take  unfair  advantage  of  the 
ambiguities  in  the  current  law  could  be  opposed  to  the  approach 
contained  in  the  Health  Security  Act.   The  arguments  against 
clarifying  the  employment  tax  laws  generally  fall  into  one  of  the 
following  categories: 

1.    Allegation;  The  proposed  legislative  amendment  will  reduce 
or  eliminate  the  availability  of  the  independent  contractor 
status. 

Response:  That  concern  is  clearly  misplaced  because  the 
legislative  proposal  merely  directs  Treasury  to  issue 
clarifying  regulations  which  must  "give  significant  weight 
to  the  common  law  applicable  in  determining  the  employer- 
employee  relationship."   §  7301(b)(1).   Further,  the 
regulations  cannot  change  the  status  of  certain  workers, 
such  as  direct  sellers  and  real  estate  agents,  who 
historically  have  not  been  viewed  as  employees. 
S  7301(b) (2). 

2.   Allegation:  The  amendment  will  allow  the  IRS  to  adopt  harsh 
and  arbitrary  rules. 

Response:  That  allegation  is  simply  untrue  because  the  IRS 
will  have  to  issue  regulations  in  accordance  with  the  rule 
making  requirements  of  the  Administrative  Procedure  Act 
which  require  notice  of  the  proposed  rules,  an  opportunity 
for  public  comment,  a  response  to  comments  in  a  "basis  and 
purpose  statement"  by  the  IRS,  and  an  opportunity  to  have 
the  rules  set  aside  by  a  federal  court  if  they  are  arbitrary 
or  capricious.   Further,  the  legislation  provides  an 
opportunity  for  congressional  intervention  by  requiring  the 
IRS  to  submit  a  report  to  Congress  describing  the  purpose  of 
the  regulations  and  to  provide  a  6-month  delayed  effective 
date  once  the  regulations  are  issued.   §  7301(e)  and  (d) . 
In  addition,  the  IRS  and  the  public  will  have  the  benefit  of 
guidance  from  the  amendment's  legislative  history. 

3.  Allegation:  No  amendment  is  necessary  because  the 
consistency  principle  in  the  current  language  of  §  530 
prevents  companies  from  "gaming"  the  system  by  redesignating 
workers  as  independent  contractors. 

Response:  The  consistency  principle  provides  little 
restraint  on  redesignation  of  workers  as  independent 
contractors  because  it  can  be  easily  circumvented  by 
existing  companies  if  they  simply  establish  a  new 
corporation  and  transfer  the  workers  to  that  corporation. 
Of  course,  the  consistency  principle  has  no  impact  on  how  a 
new  company  classifies  its  workers. 

4.  Allegation:  The  misclassif ication  of  workers  is  too 
complicated  and  controversial  to  be  addressed  in  health 
reform  legislation. 

Response:   Curbing  the  growing  abuse  of  the  employment  tax 
laws  is  long  overdue  and  necessary  as  a  general  matter. 
Addressing  that  abuse  becomes  indispensable  if  a  reformed 
health  care  system  includes  an  employer  mandate  or  otherwise 
relies  on  the  employer-employee  relationship  to  provide 


431 


health  insurance.   Under  the  Health  Security  Act,  for 
example,  employers  that  misclassify  could  evade  the 
responsibility  of  providing  health  care  coverage  to  their 
workers  and  thereby  increase  the  subsidies  that  would  be 
required  for  individuals  and  businesses  with  fewer 
employees. 

Simply  by  allowing  Treasury  to  clarify  the  employment  tax 
laws  Congress  can  generate  billions  of  dollars  each  year  for 
health  care  reform  or  deficit  reduction  without  adding  any  new 
tax  or  cutting  a  single  service.   Congress  simply  cannot  expect 
law  abiding  companies  to  continue  to  shoulder  increasing 
financial  responsibilities  while  competitors  providing  similar 
services  are  allowed  to  evade  those  responsibilities. 

The  Employment  Status  Provisions  in  the  Health  Security  Act 
describe  a  process  for  addressing  the  disgraceful  abuse  of  the 
employment  tax  laws  by  combining  the  expertise  of  the  IRS  with 
input  from  the  public.   We  believe  those  provisions  represent  a 
rational  approach  which  should  be  adopted  regardless  of  whether 
Congress  enacts  health  care  reform. 

JCP/jhl 


432 

Mr.  Payne.  Mr.  Lewis. 

STATEMENT  OF  RICHARD  LEWIS,  PRESIDENT,  AMERICAN 
PULPWOOD  ASSOCIATION,  INC. 

Mr.  Lewis.  Thank  you. 

I  am  here  today  to  represent  about  1,000  independent  logging 
contractors  who  are  members  of  the  American  Pulpwood  Associa- 
tion. Pulpwood  harvesting  in  the  United  States  is  and  always  has 
been  almost  entirely  undertaken  by  independent  logging  contrac- 
tors. 

On  the  merits,  the  great  majority  of  logging  contractors  can  eas- 
ily meet  the  common-law  criteria  distinguishing  independent  con- 
tractors from  employees  on  a  preponderance  of  the  20  common-law 
tests  which  the  IRS  has  identified. 

I  am  not  sure  whether  the  members  of  this  committee  recall,  but 
in  the  1970s,  the  IRS  launched  aggressive  audits  of  independent 
contractors  who  IRS  felt  should  be  considered  someone's  employees 
under  the  common  law.  These  audits  in  our  opinion  created  an 
abusive  situation  and  the  expense  of  defending  an  employment 
placed  a  heavy  burden  on  small  businesses,  such  a  heavy  burden 
that  even  the  successful  defenses  put  some  of  our  logging  contrac- 
tor members  out  of  business. 

It  was  because  of  these  extremely  tough  audits  that  the  House 
Ways  and  Means  Committee  enacted  the  interim  solution  which 
was  devised  in  1978,  the  so-called  section  530  safe  harbor,  and  es- 
tablished a  strong  and  we  feel  a  reasonable  defense  for  legitimate 
independent  contractors.  And  that  defense  is  the  defense  of  estab- 
lished industry  practice. 

This  defense  is  backed  up  by  a  requirement  that  information  re- 
turns must  be  filed — you  can't  just  have  an  independent  contractor. 
You  have  to  tell  the  IRS  that  you  have  used  independent  contrac- 
tors and  that  you  have  paid  them  a  certain  amount  for  services 
every  year. 

It  also  provided  the  logging  contractors  with  the  stability  they 
needed  to  plan  for  growth  while  providing  Treasury  with  reason- 
able assurance  that  income  could  be  properly  and  fully  reported. 

Today,  the  logging  sector  faces  a  proposal  that  takes  us  back  to 
the  situation  that  led  to  the  abusive  audits  of  the  seventies,  but 
with  one  difference,  and  that  difference  is  that  IRS  itself  is  pro- 
posed as  the  custodian  of  the  right  to  be  self-employed.  In  addition, 
the  proposal  transforms  section  530  from  a  safe  harbor  to  what  we 
feel  is  a  limited  amnesty  and  which  greatly  reduces  its  value  as  a 
defense  of  independent  contractual  relationships. 

We  feel  that  under  this  proposal  pressures  on  policymakers  and 
on  the  IRS  to  create  unintended  employment  relationships  will 
surely  increase.  The  Health  Security  Act  small  business  subsidies 
will  place  loggers  and  other  small  contractors  inevitably  at  the  vor- 
tex of  a  great  turbulence,  since  every  audit  which  kicks  an  entre- 
preneur and  his  or  her  employees  onto  the  payroll  of  a  large  cor- 
poration will  save  public  funds. 

We  feel  that  it  is  unlikely  that  IRS  will  rely  either  on  the  com- 
mon law  or  on  tradition  in  developing  or  enforcing  relations  distin- 
guishing independent  contractors  from  employees. 
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The  Chairman  stated  earHer  that  he  had  heard  from  the  Sec- 
retary of  the  Treasury  and  also  from  Les  Samuels,  the  Policy  Direc- 
tor at  IRS.  I  talked  to  Mr.  Samuels  also.  He  said  the  same  words. 

Do  we  believe  them?  In  a  word,  no,  we  don't.  It  is  easy  to  see 
why  IRS  would  prefer  that  everyone  were  an  employee  of  a  big  cor- 
poration. Withholding,  audits,  enforcement  and  asset  seizure  would 
be  much  simpler  matters.  Unfortunately,  the  IRS  desire  for  institu- 
tional efficiency  is  sometimes  at  odds  with  sound  business  practice. 

There  is  a  place  for  small  business  in  the  United  States,  al- 
though its  place  at  times  may  conflict  with  the  IRS'  administrative 
needs. 

I  would  like  to  explain  why  the  independent  contractor  system 
has  prevailed  so  long  in  the  wood  supply  sector  and  what  interest 
it  serves.  The  interest  it  serves  in  a  word  is  competition.  If  a  for- 
ested community  supports  50  competing  logging  businesses,  each 
landowner  can  look  forward  to  better  prices  for  the  timber  than  he 
or  she  could  if  only  one  or  two  or  three  pulpmills  or  sawmills  that 
all  had  these  loggers  as  employees  were  bidding  for  the  timber. 

Common  sense  indicates  that  a  corporation  running  a  network  of 
50-employee  logging  crews  would  generate  fewer  creative  solutions 
than  does  the  aggregate  hustle  of  50  logging  contractor  entre- 
preneurs on  the  ground.  If  the  opportunity  to  make  a  profit  or  loss 
in  logging  was  concentrated  in  just  a  few  corporations,  less  initia- 
tive would  be  exercised  at  the  field  level. 

As  each  logger  finds  his  niche  and  coordinates  his  talents  with 
his  assets,  the  result  is  a  local  timber  harvesting  culture  that  is 
sensitive  and  flexible  and  rewards  those  independent  logging  con- 
tractors who  compete  aggressively  within  it.  This  timber  harvesting 
culture  with  its  efficiencies  and  flexibility  provides  the  basis  of  one 
industry  in  the  United  States  which  creates  wealth  through  value- 
added  manufacture  in  rural  America. 

We  feel  that  reconfiguring  these  independent  contractual  rela- 
tionships to  accommodate  the  Internal  Revenue  Service's  concepts 
of  administrative  efficiency  would  be  a  reckless  and  ill-advised 
move. 

Thank  you  for  the  opportunity  to  allow  our  members  to  speak  to 
your  committee. 

Mr.  HOAGLAND  [presiding].  Thank  you  Mr.  Lewis. 

[The  prepared  statement  follows:] 


STATEMENT  OF  RICHARD  LEWIS 
AMERICAN  PULPWOOD  ASSOCIATION  INC. 

I  am  Richard  Lewis,  President  of  the  American  Pulpwood  Association,  representing  buyers  and 
sellers  of  pulpwood  in  the  United  States.  APA's  membership  includes  the  wood  procurement 
departments  of  most  of  the  nation's  pulp  and  paper  mills,  as  well  as  over  one  thousand 
independent  pulpwood  supply  businesses,  including  both  dealers  and  logging  contractors. 

Pulpwood  harvest  in  the  United  States  is--and  has  always  been-almost  entirely  undertaken  by 
independent  logging  contractors,  who  may  be  sole  proprietors  with  no  employees  or,  in  some 
cases,  may  employ  twenty-five  or  more,  working  multiple  crews.  A  "typical"  operation  might 
be  a  family-owned  husband/wife  team  employing  a  single  crew  of  four  or  five-but  "typical" 
patterns  vary  so  widely  by  region,  market  niche,  and  entrepreneurial  bent  that  it  is  always 
speculative  to  speak  of  a  "typical"  logging  contractor;  business  configurations  and  capitalization 
structures  vary  widely. 

We  estimate  that  America's  timber  harvest-including  pulpwood  and  solid  wood-is  accomplished 
by  some  25,000  business  entities,  comprising  around  125,000  personnel.  On  their  merits,  the 
great  majority  of  logging  contractors  easily  meet  the  common  law  criteria  distinguishing 
"independent  contractors"  from  "employees"  on  a  preponderance  of  the  twenty  common  law  tests 
which  the  Internal  Revenue  Service  has  identified. 

As  this  Committee  may  recall,  in  the  1970s,  the  Internal  Revenue  Service  launched  aggressive 
audits  of  independent  contractors  who  IRS  felt  should  properly  be  considered  employees  under 
the  common  law.  These  audits  created  an  abusive  situation.  The  expense  of  defending  an 
employment  audit  placed  such  heavy  burdens  on  small  businesses  that  even  successful  defenses 
put  many  logging  contractors  out  of  business. 

The  "interim  solution"  which  this  Committee  devised  in  1978,  the  Section  530  Safe  Harbor, 
established  a  strong  and  reasonable  defense  for  legitimate  independent  contractors:  the  defense 
of  established  industry  practice.  This  defense,  backed  up  by  the  requirement  that  information 
returns  be  filed,  provided  contractors  with  the  stability  they  need  to  plan  for  growth  while 
providing  the  Treasury  with  reasonable  assurance  that  income  is  properly  and  fully  reported. 

Section  530  had  its  intended  effect;  abusive  IRS  reclassification  audits  of  sole  proprietors,  being 
less  expensive  to  defend,  no  longer  gave  the  Agency  so  strong  a  presumptive  advantage  in 
litigation,  and  they  diminished  greatly. 

Today,  the  logging  sector  faces  a  proposal  which  takes  us  back  to  the  situation  that  led  to  the 
abusive  audits  of  the  1970s  but  with  the  difference  that  the  IRS  itself  is  proposed  as  the 
custodian  of  the  right  to  be  self-employed.  In  addition,  the  proposal  transforms  Section  530 
from  a  "safe  harbor"  to  a  "limited  amnesty,"  eliminating  its  value  as  an  inexpensive  defense. 

Under  this  proposal,  pressures  on  policy-makers,  and  on  the  IRS,  to  "find"  employment 
relationships  between  contractors  would  surely  increase,  in  view  of  the  generous  subsidies  which 
the  Health  Security  Act  proposes  to  provide,  at  the  public's  expense,  to  small  business.  These 
subsidies  would  place  loggers  and  other  small  contractors  inevitably  at  the  vortex  of  great 
turbulence,  since  every  audit  which  kicked  an  entrepreneur  and  his  or  her  employees  onto  the 
payroll  of  a  large  corporation  would  save  public  funds,  at  least  in  the  short  term. 

We  feel  it  is  unlikely  that  the  IRS  will  rely  either  on  the  common  law  or  on  tradition  in 
developing  or  enforcing  a  regulation  distinguishing  independent  contractors  from  employees. 

Although  it  is  easy  to  see  why  IRS  would  prefer  that  everyone  were  an  employee  of  a  big 
corporation— withholding,  audits,  enforcement,  and  asset  seizure  would  be  much  simpler 
matters-the  IRS's  understandable  desire  for  institutional  efficiency  is  sometimes  at  odds  with 
sound  business  practice. 

There  is  a  place  for  small  business  in  the  United  States,  although  this  place,  at  times,  may 
conflict  with  the  IRS's  administrative  needs.  1  would  like  to  explain  why  the  independent 
contractor  system  has  prevailed  so  long  in  the  wood  supply  sector  and  what  interest  it  serves. 

The  interest  it  serves  is,  in  a  word,  competition. 

If  a  forested  community  supports  fifty  competing  logging  businesses,  each  landowner  can  look 
forward  to  better  prices  for  timber  than  he  or  she  would  if  only  two  or  three  pulp  mills  or 
sawmills  were  bidding  for  it. 
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At  the  same  time,  that  landowner's  assurance  of  getting  a  quality  harvest  increases.  The 
independent  logger  knows  that  his  competitive  position  is  based  on  his  reputation.  If  his  work 
disappoints  a  landowner,  his  reputation  suffers,  and  his  ability  to  bid  competitively  in  the  future 
also  suffers. 

I  don't  mean  to  denigrate  large  corporations;  APA  also  represents  the  wood  procurement 
departments  of  many  large  paper  companies,  and  their  concern  for  their  reputation  is  palpable 
and  obvious,  as  is  the  talent  and  dedication  of  their  forestry  personnel.  Nonetheless,  it  cannot 
be  denied  that  for  a  vertically  integrated  corporation,  the  buck  ends  a  long  way  from  the  woods. 
Common  sense  indicates  that  a  "logging  supervisor"  running  a  network  of  fifty  crews  would 
generate  fewer  creative  solutions  than  does  the  aggregate  hustle  of  fifty  logging  contractor 
entrepreneurs  on  the  ground. 

If  the  opportunity  to  make  a  profit  or  loss  in  logging  were  concentrated  in  just  a  few  hands,  less 
initiative  would  be  exercised  at  the  field  level.  As  each  logger  finds  his  niche,  and  co-ordinates 
his  talents  with  his  assets,  the  result  is  a  local  timber  harvesting  culture  that  is  sensitive  and 
flexible  and  rewards  independent  logging  contractors  who  compete  aggressively  within  it. 

It  remains  to  be  said  that  this  timber  harvesting  culture,  with  its  efficiencies  and  flexibilities, 
provides  the  basis  of  the  one  basic  industry  in  the  United  States  which,  above  all  others,  creates 
wealth  through  value-added  manufacture  in  remote  parts  of  rural  America.  Reconfiguring  it 
solely  to  accommodate  the  Internal  Revenue  Service's  concepts  of  administrative  efficiency 
would  be  a  reckless,  ill-advised  move. 

Thank  you  for  allowing  me  this  opportunity. 

Respectfully  submitted, 

Richard  Lewis,  President 
American  Pulpwood  Association  Inc. 
1025  Vermont  Avenue,  NW,  Suite  1020 
Washington,  DC   20005 
202/347-2900 
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Mr.  HOAGLAND.  Mr.  Kies. 

STATEMENT  OF  KENNETH  J.  KIES,  TAX  COUNSEL,  AMERICAN 
RESORT  DEVELOPMENT  ASSOCIATION 

Mr.  KlES.  Thank  you,  Mr.  Chairman. 

I  am  Ken  Kies,  tax  counsel  to  the  American  Resort  Development 
Association,  known  as  ARDA.  ARDA's  membership  consists  of  de- 
velopers, operators  and  owners  of  vacation  properties  located 
throughout  the  United  States.  It  has  nearly  800  corporate  mem- 
bers, both  large  and  small,  representing  a  broad  cross  section  of  the 
resort  industry,  in  particular  that  segment  of  the  resort  industry 
engaged  in  time  share  and  interval-type  ownership  and  manage- 
ment activities. 

I  am  also  partner  in  the  law  firm  of  Baker  &  Hostetler,  who  rep- 
resent a  number  of  companies  in  tax  controversies  where  the  IRS 
has  asserted  that  independent  contractors  should  be  reclassified  as 
employees  for  employment  tax  purposes. 

I  appreciate  the  subcommittee's  invitation  to  testify  on  provisions 
of  the  Health  Security  Act  which  would  substantially  modify  the 
rules  of  current  law  concerning  classification  of  workers  for  employ- 
ment tax  purposes,  in  particular  the  proposed  repeal  of  section  530 
of  the  Revenue  Act  of  1978. 

My  remarks  primarily  will  focus  upon  the  consequences  of  such 
proposed  legislation  for  businesses  in  the  resort  development  indus- 
try. However,  I  believe  similar  concerns  exist  on  behalf  of  many 
other  industries  as  evidenced  by  the  number  of  witnesses  that  you 
have  had  for  the  2  days  of  hearings  which  you  have  devoted  to  this 
important  issue. 

If  these  changes  are  adopted,  past  experience  suggests  that  the 
IRS  would  move  aggressively  to  reclassify  the  status  of  many  work- 
ers in  the  resort  development  industry,  particularly  those  engaged 
in  sales  and  sales-related  activities. 

I  might  say  that  I  think  that  the  comments  of  Assistant  Sec- 
retary Samuels  and  the  Secretary  of  the  Treasury  are  completely 
well  intentioned.  What  I  think  concerns  many  people  who  are  con- 
cerned about  this  issue  is  that  when  the  implementation  process 
for  these  changes  come  over  the  next  5  to  10  years,  those  folks  will 
not  be  in  the  position  of  controlling  that,  but  the  people  who  have 
been  at  the  IRS  throughout  the  1980s,  the  1990s  and  the  1970s 
when  many  of  these  problems  arose  will  be  the  people  in  the  imple- 
mentation arena. 

We  believe  that  such  attempts  at  reclassification  would  be  ill  ad- 
vised and  inconsistent  with  policy  positions  which  the  Congress  has 
taken  in  this  area  for  almost  20  years  as  reflected  in  both  the  origi- 
nal act  within  section  530  and  subsequent  legislation  in  this  area. 
The  recreational  properties  developed  and  operated  by  ARDA's 
members  are  sold  by  marketing  agents  many  of  whom  are  engaged 
as  independent  contractors. 

Industry  members  almost  uniformly  pay  their  marketing  agents 
on  a  commission  basis,  while  the  level  of  control  exerted  by  ARDA 
members  over  its  independent  contractor  marketing  agents  varies, 
most  ARDA  members  exercise  little  control  over  the  method  of 
sales  techniques  other  than  to  require  compliance  with  applicable 
State  and  Federal  laws. 


437 

Many  of  ARDA's  members  have  faced  or  are  currently  facing 
claims  by  the  IRS  that  their  marketing  agents  have  been 
misclassified  as  independent  contractors.  Their  experience  has  gen- 
erally been  that  section  530  has  worked  as  intended  by  Congress 
to  protect  them  from  unfair  tax  assessments  where  they  can  dem- 
onstrate that  their  position  is  reasonable. 

In  addition,  section  3508  of  the  code,  the  provision  applicable  to 
licensed  real  estate  agents  and  direct  sellers,  has  frequently  pro- 
vided important  protection  against  IRS  attempts  at  reclassification. 

To  the  extent  that  revisions  need  to  be  done  in  this  area,  they 
should  be  considered  independent  of  the  health  care  reform  debate 
in  a  thoughtful  and  deliberate  manner.  Health  care  reform  already 
has  too  many  complexities  and  difficulties  associated  with  it  to  add 
another  area  of  massive  controversy  unnecessarily. 

A  particularly  complicating  factor  which  applies  uniquely  to 
many  members  of  ARDA  engaged  in  sales  or  recreational  real  es- 
tate properties,  concerns  the  interplay  between  section  3508  on  the 
proposed  legislative  changes.  Under  the  changes  proposed  in  the 
Health  Security  Act,  the  protections  of  3508  applicable  to  real  es- 
tate agents  and  direct  sellers  would  be  continued  as  a  consequence. 
Licensed  real  estate  agents  and  those  engaged  as  direct  sellers 
would  be  classified  as  independent  contractors. 

As  a  statutory  matter  for  employment  tax  purpose,  the  members 
of  the  resort  development  industry  represented  by  ARDA,  include 
sellers  of  time  share  and  interval  ownership  properties,  whole  own- 
ership properties,  residential  lots  and  other  similar  properties.  The 
State  laws  appUcable  to  ARDA's  members  differ  throughout  the 
country. 

In  some  cases.  State  law  requires  that  the  salespersons  engaged 
in  sales  activity  with  respect  to  these  types  of  properties  must  be 
licensed  real  estate  agents.  In  other  cases,  there  are  specific  licens- 
ing requirements  applicable  to  sellers  of  time  share  property. 

In  still  others,  there  are  registration  requirements  applicable  to 
workers  engaged  in  these  sales  activities  which  are  similar  to  but 
not  identical  to  licensing  which  applied  to  typical  real  estate 
agents.  The  consequence  of  a  repeal  of  530  while  leaving  3508 
would  be  that  some  workers  in  ARDA's  industry  would  continue  to 
get  the  statutory  classification  as  independent  contractors  while 
others  would  be  subject  to  reclassification,  reciting  a  situation 
where  there  would  be  competitive  problems  because  some  would  be 
classified  as  independent  contractors  and  others  would  not. 

We  strongly  encourage  the  committee  to  not  act  on  these  provi- 
sions as  part  of  this  legislation,  to  consider  these  as  part  of  a  sepa- 
rate legislative  process,  and  to  leave  these  provisions  of  current  law 
in  place. 

Thank  you  very  much. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  KENNETH  J.  KIES 

TAX  COUNSEL 

AMERICAN  RESORT  DEVELOPMENT  ASSOCIATION 


I.    Introduction. 

I  am  Kenneth  J.  Kies,  Tax  Counsel  to  the  American  Resort 
Development  Association  ("ARDA").  ARDA's  membership  consists  of 
developers,  operators  and  owners  of  vacation  properties  located 
throughout  the  United  States.  It  has  nearly  800  corporate  members 
representing  a  broad  cross-section  of  the  resort  industry,  in 
particular  that  segment  of  the  resort  industry  engaged  in  timeshare 
and  interval-type  ownership  and  management  activities.  ARDA  has 
been  in  existence  since  1969.  Prior  to  1985,  it  was  known  as  the 
American  Land  Development  Association;  two  years  ago,  it  changed 
its  name  from  the  American  Resort  &  Residential  Development 
Association. 

I  also  am  a  partner  in  the  law  firm  of  Baker  &  Hostetler.  We 
represent  a  number  of  companies  in  tax  controversies  where  the 
Internal  Revenue  Service  ("I.R.S."  or  "Service")  has  asserted  that 
independent  contractors  should  be  reclassified  as  employees  for 
Federal  employment  tax  purposes. 

I  appreciate  the  Subcommittee's  invitation  to  testify  on  the 
provisions  of  H.R.  3600,  the  "Health  Security  Act,"  which  would 
substantially  modify  the  rules  of  current  law  concerning  the 
classification  of  workers  for  employment  tax  purposes,  in 
particular  the  proposed  repeal  of  Section  530  of  the  Revenue  Act  of 
1978.  My  remarks  primarily  focus  upon  the  consequences  of  such 
proposed  legislation  for  businesses  in  the  resort  development 
industry.  However,  I  believe  similar  concerns  exist  on  behalf  of 
many  other  industries  as  evidenced  by  the  number  of  witnesses  you 
have  had  for  the  two  days  of  hearings  you  have  devoted  to  this 
important  issue.  If  these  changes  are  adopted,  past  experience 
suggests  that  the  I.R.S.  would  move  aggressively  to  reclassify  the 
status  of  many  workers  in  the  resort  development  industry, 
particularly  those  engaged  in  sales  and  sales  related  activities. 
We  believe  attempts  at  such  reclassification  would  be  ill-advised 
and  inconsistent  with  the  policy  positions  which  the  Congress  has 
taken  in  this  area  for  almost  20  years.  This  policy  is  reflected 
in  both  the  original  enactment  of  Section  530  of  the  Revenue  Act  of 
1978  and  additional  legislation  in  this  area  included  as  part  of 
the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982,  including 
section  3508  of  the  Internal  Revenue  Code  of  1986. 


II.  The   Experience   of   ARDA's   Members   with   the   Independent 
Contractor  Issue. 

The  recreational  properties  developed  and  operated  by  ARDA's 
members  are  sold  by  marketing  agents,  many  of  whom  are  engaged  as 
independent  contractors.  Industry  members  almost  uniformly  pay 
their  marketing  agents  on  a  commission  basis.  While  the  level  of 
control  exerted  by  ARDA  members  over  its  independent  contractor 
marketing  agents  varies,  most  ARDA  members  exercise  little  control 
over  the  method  of  sales  technique  other  than  to  require  compliance 
with  applicable  state  and  federal  laws. 

Many  of  ARDA's  members  have  faced  or  are  currently  facing 
claims  by  the  I.R.S.  that  their  marketing  agents  have  been 
misclassif ied  as  independent  contractors.  Their  experience  has 
generally  been  that  Section  530  has  worked  as  intended  by  the 
Congress  to  protect  them  from  unfair  tax  assessments  where  they  can 
demonstrate  that  their  position  is  reasonable.  In  additicr. , 
section  3508,  the  provision  applicable  to  licensed  real  estate 
agents  and  direct  sellers,  has  frequently  provided  important 
protection  against  I.R.S.  attempts  at  reclassification. 

III.  Context  Provided  by  the  Legislative  History  of  Section  530. 

Section  530  provides  relief  for  qualified  taxpayers  who  become 
involved  in  disputes  as  to  whether  certain  workers  treated  as 
independent  contractors  should  be  reclassified  as  employees  for 
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federal  employment  tax  and  withholding  purposes.  Section  530(a)  (1) 
provides  the  following: 

If- 

(A)  for  purposes  of  employment 
taxes,  the  taxpayer  did  not  treat  an 
individual  as  an  employee  for  any 
period,  and 

(B)  in  the  case  of  periods  after 
December  31,  1978,  all  Federal  tax 
returns  (including  information 
returns)  required  to  be  filed  by  the 
taxpayer  with  respect  to  such 
individual  for  such  period  are  filed 
on  a  basis  consistent  with  the 
taxpayer's  treatment  of  such 
individual  as  not  being  an  employee, 
then,  for  purposes  of  applying  such 
taxes  for  such  period  with  respect 
to  the  taxpayer,  the  individual 
shall  be  deemed  not  to  be  an 
employee  unless  the  taxpayer  had  no 
reasonable  basis  for  not  treating 
such individual as an employee  . 

(Emphasis  added.) 

Section  530(a)(2)  provides,  as  follows,  three  safe  harbors 
under  which  a  taxpayer  will  be  treated  as  having  a  reasonable  basis 
for  not  treating  an  individual  as  an  employee: 

STATUTORY  STANDARDS  PROVIDING  ONE 
METHOD  OF  SATISFYING  THE 
REQUIREMENTS  OF  PARAGRAPH  (l)-For 
purposes  of  paragraph  (1)  ,  a 
taxpayer  shall  in  any  case  be 
treated  as  having  a  reasonable  basis 
for  not  treating  an  individual  as  an 
employee  for  a  period  if  the 
tcucpayer's  treatment  of  such 
individual  for  such  period  was  in 
reasonable  reliance  on  any  of  the 
following: 

(A)  judicial  precedent,  published 
rulings,  technical  advice  with 
respect  to  the  taxpayer,  or  a  letter 
ruling  to  the  taxpayer; 

(B)  a  past  Internal  Revenue  Service 
audit  of  the  taxpayer  in  which  there 
was  no  assessment  attributable  to 
the  treatment  (for  employment  tax 
purposes)  of  the  individuals  holding 
positions  substantially  similar  to 
the  position  held  by  this 
individual ;  or 

(C)  long-standing  recognized 
practice  of  a  significant  segment  of 
the  industry  in  which  such 
individual  was  engaged. 

In  addition,  a  taxpayer  who  fails  to  meet  one  of  those  three  safe 
harbors  nevertheless  is  entitled  to  Section  530  protection  "unless 
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the  taxpayer  had  no  [other]  reasonable  basis  for  not  treating  such 
individual  as  an  employee."' 

Section  530  was  specifically  intended  to  eliminate 
controversies  between  the  I.R.S.  and  businesses  which  arose  from 
the  difficulties  inherent  in  applying  the  20  common  law  factors. 
The  legislative  history  unequivocally  reflects  the  intent  that 
Section  530  be  applied  to  terminate  controversies  during  audits. 

The  committee  believes  that  it  is 
appropriate  to  provide  interim  relief  for 
taxpayers  who  are  involved  in  employment  tax 
status  controversies  with  the  Internal  Revenue 
Service,  and  who  potentially  face  large 
assessments,  as  a  result  of  the  Service's 
proposed  reclassifications  of  workers,  .  .  . 


Termination  of  employment  tax  liabilities 
under  the  bill  is  made  available  to  taxpayers 
who  are  under  audit  by  the  Internal  Revenue 
Service  or  who  are  involved  in  administrative 
or  judicial  processes  with  respect  to 
assessments  based  on  employment  status 
reclassifications.  Relief  also  is  extended  to 
any  claim  for  a  refund  or  for  a  credit  of  any 
overpayment  of  an  employment  tax  resulting 
from  the  proposal's  termination  of  liability, 
provided  the  claim  is  not  barred  on  the  bill's 
date  of  enactment  by  any  law  or  rule  of  law.^ 

The  legislative  history  of  the  Revenue  Act  of  1978 
additionally  provides  that  Section  530 's  "reasonable  basis" 
standard  be  construed  liberally  in  favor  of  the  taxpayer.'  This 
Congressional  mandate  to  construe  Section  530  liberally  in  favor  of 
the  taxpayer  has  been  routinely  embraced  by  the  courts  in  numerous 
decisions.*   It  also  has  been  officially  adopted  by  the  Service.' 

As  originally  enacted,  Section  530  terminated  employment  tax 
liabilities  of  qualified  taxpayers  for  periods  ending  before  the 
beginning  of  1980.  It  since  has  been  extended  three  times  by 
Congress,  most  recently  by  the  Tax  Equity  and  Fiscal  Responsibility 
Act  of  1982,  which  indefinitely  extended  this  relief  provision 
until  such  time  as  Congress  acts  in  the  future.'  The  extension  of 
the  relief  no  less  than  three  times  underscores  Congressional 
intent  that  relief  continue  to  be  made  available  during  the  course 


'     See  Section  530(a) (1)  of  the  Revenue  Act  of  1978. 

^     H.R.  Rep.  No.  95-1748,  95th  Cong.,  2d  Sess.  4-6  (1978). 

'     Id.  at  5. 

■*  See,  e.g..  Lambert's  Nurserv  and  Landscaping,  Inc.  v. 
United  States,  894  F.2d  154  (5th  Cir.  1990)  (taxpayer  reasonably 
relied  on  a  prior  audit  even  though  worlcers  at  issue  were  engaged 
in  a  different  industry  than  those  involved  in  the  prior  audit) , 
and  General  Investment  Corp.  v.  United  States,  823  F.2d  337  (9th 
Cir.  1987)  (mining  company  entitled  to  reliance  on  "industry 
practice"  of  small  mining  companies  in  its  county) .  See  also 
Ridgewell's.  Inc.  v.  United  States.  655  F.2d  1098  (Ct.  CI.  1981); 
Timms  v.  United  States.  80-2  USTC  "J  9614  (D.  Ariz.);  The  American 
Institute  of  Family  Relations  v.  United  States.  79-1  USTC  1  9364 
(CD.  Cal.  1979)  . 

'     Revenue  Procedure  85-18,  1985-1  C.B.  518. 

*     Pub.  L.  No.  97-248,  §  269(c),  96  Stat.  324,  552. 
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of  audits,  and  that  Section  530  be  interpreted  liberally  in  favor 
of  taxpayers . 

VI.   Effect  of  Enactment  of  Propoaed  Changea. 

Enactment  of  the  proposed  legislative  changes  contained  in  the 
Health  Security  Act  as  relates  to  worker  classification  for 
employment  tax  purposes  would  provide  the  I.R.S.  with  complete 
discretion  to  determine  the  standards  under  which  workers  would  be 
classified  as  employees  versus  independent  contractors.  Moreover, 
the  legislation  would  provide  almost  no  guidance  to  the  I.R.S.  for 
making  these  determinations.  Past  experience  in  this  area, 
including  the  experience  of  the  1970s  which  resulted  in 
Congressional  approval  of  Section  530  of  the  Revenue  Act  of  1978, 
suggests  that  it  would  be  unwise  to  provide  the  I.R.S.  with  this 
expansive  amount  of  discretion.  Moreover,  the  nature  of  the 
discretion  provided  raises  questions  of  unconstitutional  delegation 
of  legislative  authority.  But  constitutional  considerations  alone 
are  by  no  means  the  principle  concern  here.  Congress  enacted 
Section  530  of  the  Revenue  Act  of  1978  in  response  to  aggressive 
actions  by  the  I.R.S.  to  reclassify  workers  with  resultant 
significant  tax  assessments  and  penalties  imposed  on  impacted 
businesses.  In  many  cases,  businesses  were  unable  to  fight  even 
unreasonable  characterizations  by  the  I.R.S.  and  were  forced  into 
bankruptcy.  Given  this  past  history,  it  would  be  unwise  to 
delegate  this  extent  of  legislative  authority  to  the  I.R.S.  To  the 
extent  that  revisions  need  to  be  done  in  this  area,  they  should  be 
considered  independent  of  the  health  care  reform  debate  in  a 
thoughtful  and  deliberate  manner.  Health  care  reform  already  has 
too  many  complexities  and  the  difficulties  associated  with  it  to 
add  another  massive  area  of  controversy  unnecessarily. 

A  further  complicating  factor  which  applies  uniquely  to  many 
members  of  the  American  Resort  Development  Association  engaged  in 
sales  of  recreational  real  estate  properties  concerns  the  interplay 
between  section  3508  and  the  proposed  legislative  changes.  Under 
the  changes  proposed  by  the  "Health  Security  Act,"  the  protections 
of  section  3508  applicable  to  real  estate  agents  and  direct  sellers 
would  continue  as  part  of  the  legal  structure  in  this  area.  As  a 
consequence,  licensed  real  estate  agents  and  those  engaged  as 
direct  sellers,  provided  they  satisfied  certain  other  rules,  would 
be  classified  as  independent  contractors  as  a  statutory  matter  for 
employment  tax  purposes.  The  members  of  the  resort  development 
industry  represented  by  ARDA  include  sellers  of  timeshare  or 
interval -ownership  properties,  whole  ownership  properties, 
residential  lots  and  other  similar  properties.  The  state  laws 
applicable  to  ARDA's  members  differ  throughout  the  country.  In 
some  cases,  state  law  requires  that  sales  persons  engaged  in  sales 
activities  with  respect  to  these  types  of  properties  must  be 
licensed  real  estate  agents.  In  other  cases,  there  are  specific 
licensing  requirements  applicable  to  sellers  of  timeshare 
properties.  In  still  others,  there  are  registration  requirements 
applicable  to  workers  engaged  in  these  sales  activities  which  are 
similar  to,  but  not  identical  to,  the  licensing  rules  which  apply 
to  traditional  real  estate  agents.  The  net  result  of  this 
patchwork  is  that  some  workers  engaged  in  marketing  for  the  resort 
development  industry  would  qualify  for  the  section  3508  protection 
while  others  may  not.  As  a  result,  repeal  of  the  existing  Section 
530  protections  could  create  a  situation  in  which  comparable 
workers  in  the  resort  development  industry  could  in  some  cases  be 
treated  as  independent  contractors  while  in  other  cases  be  treated 
as  employees.  The  obvious  competitive  problems  which  such  a 
situation  can  create  are  exactly  the  type  of  situation  which 
Congress  intended  to  address  through  its  original  enactment  of 
Section  530.  ARDA  strongly  believes  that  the  rules  applicable  to 
those  engaged  in  marketing  within  the  resort  industry  should  be 
uniformly  applied.  Allowing  the  law  to  continue  in  its  current 
form  will  substantially  achieve  that  result.  Modifying  the  rules 
as  proposed  could  lead  to  significant  and  unnecessary  confusion  in 
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the  classification  of  sales  and  sales  related  workers  in  the  resort 
development  industry. 

V.   Proposed  Changea  are  Not  Needed  to  Achieve  Tax  Parity. 

The  proposed  changes  tend  to  ignore  the  effect  of  Section  124 
of  the  Social  Security  Amendments  of  1983'  which  Congress  enacted 
for  the  purpose  of  achieving  "parity  between  employees  and  the 
self-employed."'  Before  1933,  combined  PICA  rates  for  the  self- 
employed  were  less  than  they  were  for  employees .  The  rates  were 
made  equal  in  1984,  and  since  1990  the  credit  the  self-employed 
were  allowed  for  SECA  tax  paid  was  changed  to  a  deduction  similar 
to  that  which  employers  have  for  PICA  taxes  paid  for  employees. 

Some  believe  that  the  proposed  changes  are  necessary  to 
achieve  acceptable  income  tax  compliance.  However,  as  long  as  the 
I.R.S.  is  matching  Forms  1099  against  income  reported  by  the 
recipients,  there  is  no  compliance  basis  for  the  proposed  change. 
To  the  extent  a  compliance  problem  is  deemed  to  exist,  the  I.R.S. 
should  pursue  use  of  its  Compliance  2000  project  to  address  these 
problems  before  an  entire  rewrite  of  the  rules  in  this  area  is 
deemed  necessary. 


VI .   ConcluBJon. 

The  wholesale  revision  of  the  tax  rules  governing 
classification  of  workers  as  employees  or  independent  contractors 
should  not  be  undertaken  as  part  of  the  health  care  reform  debate. 
The  issues  raised  by  the  proposed  revamping  of  this  area  of  the  law 
are  complex  and  difficult.  Moreover,  the  changes  proposed  would 
give  the  I.R.S.  unwarranted  discretion  in  an  area  where  their  past 
performance  has  been  less  than  reassuring.  Finally,  there  is  no 
evidence  indicating  that  the  current  rules  are  not  acceptable.  For 
these  reasons,  we  would  respectfully  suggest  that  the  Committee  not 
include  this  element  of  the  Administration's  proposal  in  its  health 
care  reform  package . 


0222  81731  87001 


Pub.  L.  No.  98-21,  §  124,  97  Stat.  89-91  (1983). 

H.R.   Rep.  No.   98-47,   98th  Cong.,   1st  Sess .   125-126 
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Mr.  HOAGLAND  [presiding].  Thank  you,  Mr.  Kies. 
Mr.  Pentilla  or  Ms.  Nelson. 

STATEMENT  OF  ROY  A.  PENTILLA,  EXECUTIVE  DIRECTOR, 
MICfflGAN  STATE  HOSPITAL  FINANCE  AUTHORITY,  ON 
BEHALF  OF  THE  NATIONAL  COUNCIL  OF  HEALTH 
FACILITIES  FINANCE  AUTHORITIES;  ACCOMPANIED  BY 
LABRENDA  GARRETT  NELSON,  COUNSEL 

Mr.  Pentilla.  Hello,  my  name  is  Roy  Pentilla.  I  am  the  execu- 
tive director  of  the  Michigan  State  Hospital  Finance  Authority. 
Originally  we  were  scheduled  to  also  have  accompanying  us  John 
Martinez,  from  New  York,  but  he  is  unable  to  get  here  today  be- 
cause of  the  weather,  so  we  are  going  to  have  Labrenda  Garrett 
Nelson,  counsel  out  of  our  Washington  office  working  with  us  on 
this. 

We  are  testifying  today  on  behalf  of  the  National  Council  of 
Health  Facilities  Finance  Authorities.  The  National  Council  has  23 
members  that  issue  tax-exempt  bonds  on  a  Statewide  basis. 

As  principal  providers  of  health  care  facilities,  we  want  health 
care  reform  to  work,  but  we  are  concerned  that  current  tax  law  re- 
strictions on  tax-exempt  financing  would  cause  difficulties  in  the 
implementation  of  health  care  reform. 

To  address  the  health  care  needs  of  the  underserved,  principallv 
the  inner  city  and  rural  communities,  nonprofit  501(c)(3)  health 
care  corporations  need  to  do  two  things:  The  first  thing  can  be 
thought  of  as  retooling  or  finding  innovative  ways  to  serve  consum- 
ers more  effectively.  The  second  is  to  reduce  cost  by  reducing  inter- 
est payments  on  the  institution's  debt. 

We  have  got  three  broad  areas  that  we  are  looking  at  in  terms 
of  this  mission.  The  first  one  is  advanced  refundings. 

As  you  know,  in  the  Internal  Revenue  Code,  501(c)(3)  borrowers 
are  limited  to  one  advanced  refunding,  and  because  of  that,  they 
cannot  do  the  kinds  of  thing  that  we  see  health  care  trying  to 
achieve.  As  an  example  of  the  importance  of  refunding,  we  have  got 
two  particular  hospitals  in  Michigan  that  we  focused  on. 

One  was  the  Sisters  of  Mercy  Health  Care  Corp.,  which  over  the 
past  years,  has  done  a  number  of  advanced  refvmdings  and  saved 
approximately  $8  to  $10  million  per  year,  which  represents  ap- 
proximately a  third  of  their  income  from  operations. 

On  the  other  end  of  the  scale  is  Central  Michigan  Community 
Hospital  in  Mount  Pleasant  which  did  its  advanced  refunding  last 
year  and  saved  about  $80,000  a  year  for  the  next  15  years.  So 
clearly,  these  advanced  refundings  are  important  in  terms  of  cost 
savings. 

What  we  noticed  is  that  in  some  of  the  transactions  where  the 
hospitals  are  trying  to  consolidate  and  trying  to  come  together,  try- 
ing to  downsize,  they  have — the  two  hospitals  will  come  together 
and  the  weaker  hospital  will  have  certain  covenant  restrictions 
which  will  prevent  it  from  going  forward  efficiently  in  the  trans- 
action. 

As  recently  in  the  Wall  Street  Journal  as  this  week,  they  talked 
about  hospitals  downsizing  when  they  come  together  in  a  merger, 
where  they  rework  certain  kinds  of  activities.  Maybe  one  is  an  out- 
patient clinic  and  one  is  going  to  be  an  inpatient  clinic.  Clearly, 
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they  are  trying  to  rework  the  system  so  that  they  can  squeeze  the 
excess  capacity  out  and  downsize  the  capacity  and  redirect  the  re- 
sources. 

So  we  see  that  in  the  old  transactions,  they  have  got  covenants 
in  their  bond  issues,  which  they  have  already  advanced  refunded 
once,  they  cannot  do  it  again. 

So  what  we  are  saying  in  our  analysis  is  that  we  feel  that  hos- 
pitals should  have  one  more  opportunity  to  do  advanced  refundings 
when  the  reason  they  want  to  do  an  advanced  refunding  is  to  effect 
a  merger  to  make  health  care  more  cost  efficient  and  make  it  more 
efficient.  So  we  are  proposing  that  they  have  one  more  advanced 
refunding  in  that  case. 

The  second — the  other  things  we  looked  at  in  the  course  of  re- 
viewing this  advanced  refunding  problem  is  we  said,  well,  why 
don't  we  advance  refund  it  to  the  first  call  date  or  why  don't  we 
do  some  swaps.  We  looked  at  all  these  other  kinds  of  alternatives 
and  it  became  clear  to  us  in  our  analysis  that  they  did  not  do  the 
job.  They  did  not  achieve  the  savings  that  a  straight  advanced  re- 
funding would  in  that  particular  case. 

The  next  subject  that  we  had  is  the  $150  million  per  institution 
limitation.  Basically,  what  we  are  seeing  in  health  care  is  the  con- 
tinuum of  service  is  occurring.  When  I  first  think  of  a  hospital,  I 
think  of  some  place  where  you  get  your  appendix  out.  Well,  what 
is  happening  is  the  hospitals'  bands  of  services  is  growing.  They 
have  got  outpatient  clinics,  they  have  got  nursing  homes,  skilled- 
nursing  homes  and  homes  for  the  aged,  all  different  types  of  serv- 
ices. 

Well,  in  these,  what  they  call  nonhospital-type  activities,  they 
are  limited  to  $150  million  in  bonds  that  they  can  have  outstanding 
for  those  kinds  of  projects,  and  what  we  are  proposing,  in  order  to 
help,  again,  health  care  reform,  we  would  like  to  be  able  to  do — 
redefine  the  definition  of  hospital  for  that  test. 

Just  to  give  you  an  example,  when  two  hospitals  come  together, 
each  of  them  at  the  beginning  have  $150  million  each.  But  when 
they  come  together,  they  end  up  with  one  $150  million  limitation, 
so  immediately  that  is  a  consideration  when  hospitals  are  merging 
that  this  particular  problem  turned  out  to  be 

Ms.  Nelson.  I  would  add,  just  to  elaborate  on  that,  and  again, 
to  repeat  that  our  goal  here  on  behalf  of  the  National  Council  is 
to  point  out  provisions  of  the  tax  law,  the  taxes  and  bond  provi- 
sions, which  should  be  addressed  simplv  as  a  matter  of  good  and 
sound  tax  policy,  but  which,  if  not  addressed  in  the  context  of 
health  care  reform,  could,  in  fact,  operate  to  impede  the  implemen- 
tation of  health  care  reform. 

With  respect  to  the  $150  million  per  institution  cap,  that  cap  now 
excludes  hospitals,  and  that  was  done  at  a  time  before  we  started 
revamping  the  health  care  system.  We  are  now  moving  toward  a 
system  where  hospitals  will  oe  encouraged  to  produce  efficiencies 
by  expanding  outpatient  services,  by  doing — providing  care  in  a  va- 
riety of  other  settings,  and  what  we  want  to  make  sure  of  is  that 
the  definition  that  is  used  under  that  section  conforms  to  the  re- 
ality that  we  are  moving  toward,  that  health  care  facilities  be  ex- 
cluded from  the  cap. 

I  realize  we  are  running  out  of  time. 
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The  third  point  that  we  wanted  to  mention  had  to  do — ^has  to  do 
with  improving  the  access  of  small,  weaker  borrowers  to  tax-ex- 
empt bonds,  which  is  usually  the  lowest  cost  of  capital  for  hospitals 
that  will  be  retooling  to  meet  the  needs  of  health  care  reform. 
There  have  been  proposals  moving  toward  expanding  the  bank  de- 
ductibility exception  which  now  allows  small  issuers  to  issue  bonds 
if  they  don't  have  more  than  $10  million,  and  what  we  are  propos- 
ing is  a  health  care  exception  for  small  issuers  who  would  applv 
the  exception  by  reference  to  the  true  borrower  of  the  stead,  whicn 
would  be  the  individual  health  care  institutions. 

Mr.  Pentilla.  In  conclusion,  it  is  our  feeling  that  if  we  can  get 
these  particular  changes,  we  think  that  we  can  make  health  care 
work  better,  health  care  will  work  better  and  we  would  be  happy 
to  work  with  the  committee  and  their  staff  to  try  to  implement 
these. 

Thank  you. 

[The  prepared  statement  and  attachment  follow:] 
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STATEMENT 

on 

HEALTH  CARE  REFORM: 

ISSUES  RELATING  TO  INNER-CITY  AND  RURAL  COMMUNITIES 

before  the 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES, 

COMMITTEE  ON  WAYS  AND  MEANS 

on  behalf  of 

THE  NATIONAL  COUNCIL  OF  HEALTH  FAdLITIES  FINANCE 

AUTHORITIES 

by 

Roy  A.  Pentilla,  Executive  Director 

Michigan  State  Hospital  Finance  Authority 

and 

John  G.  Martinez,  Executive  Director 

New  York  State  Medical  Care  Facilities  Finance  Agency 


February  9,  19<M 


Mr.  Chairman  and  members  of  the  Committee,  my  name  is  Roy  A. 
Pentilla  and  I  am  the  Executive  Director  of  the  Michigan  State 
Hospital  Finance  Authority.  I  am  accompanied  by  John  G.  Martinez, 
the  Executive  Director  of  the  New  York  State  Medical  Care 
Facilities  Finance  Agency,  and  we  are  testifying  today  on  behalf  of 
the  National  Council  of  Health  Facilities  Finance  Authorities  (the 
"National  Council"). 

The  National  Council  includes  all  of  the  23  Health  Care 
Finance  Authorities  that  issue  tax-exempt  bonds  on  a  state-wide 
basis.'  We  do  not  represent  specific  hospitals  or  health  care 
institutions;  rather,  the  National  Council  focuses  its  efforts  on 
issues  that  directly  affect  the  availability  of  tax-exempt 
financing  to  member  authorities  that  issue  bonds  on  behalf  of 
public  and  not-for-profit  hospitals. 

Members  of  the  National  Council  have  issued  over  $55  billion 
of  health  care  bonds  to  finance  projects  such  as  the  expansion  and 
modernization  of  medical  centers  and  clinics;  the  installation  of 
computerized  information  systems  that  promote  efficiency;  the 
purchase  of  high-technology  medical  equipment  (e.g. .  fixed  CT 
scanners,  OR/ lasers,  and  mammography  equipment) ;  and  new 
construction  of  ambulatory  care  centers  and  hospital  energy  plants. 

Background;  Health  Care  Borrowers  and  the  Tax-exempt  Bond  Market 

As  a  rule  of  thumb,  7  to  10%  of  a  hospital's  operating  budget 


'in  addition  to  the  City  of  Philadelphia,  the  following  states 
are  members  of  the  National  Council: 

Arizona         California  Colorado 

Connecticut     Idaho  Illinois 

Indiana         Louisiana  Maine 

Maryland        Massachusetts  Michigan 

Missouri        Montana  New  Hampshire 

New  Jersey      New  York  North  Carolina 

Rhode  Island    South  Dakota  Vermont 
Washington      Wisconsin 
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is  attributable  to  debt  service!  The  cost  of  borrowing  is 
eventually  included  in  health  care  charges  that  are  passed  along  to 
consumers  and  the  health  care  reimbursement  system. 

501(c)(3)  health  care  institutions  do  not  have  direct  access 
to  the  tax-exempt  markets,  but  engage  a  governmental  issuer  (such 
as  members  of  the  National  Council)  to  act  as  a  conduit  on  their 
behalf  in  the  borrowing  process.  Because  tax-exempt  financing 
generally  represents  the  lowest  cost  of  capital  for  501(c)(3) 
health  care  borrowers,  access  to  the  capital  markets  on  a  federal 
tax-exempt  basis  is  an  important  factor  in  an  institution's  ability 
to  meet  the  goals  of  Health  Care  Reform. 


The  National  Council  has  Identified  Tax-exempt  Bond  Provisions  That 
Could  Work  to  Impede  the  Goals  of  Health  Care  Reform. 

As  the  principal  providers  of  capital  for  health  care 
facilities,  members  of  the  National  Council  play  an  integral  role 
in  America's  health  care  system.  We  want  Health  Care  Reform  to 
work  but  are  concerned  that  current  law  restrictions  on  tax-exempt 
financing,  if  not  reviewed,  could  cause  difficulties  in  the 
implementation  of  Health  Care  Reform. 

To  address  the  health  care  needs  of  the  under-served, 
particularly  in  inner  city  and  rural  communities,  non-profit 
501(c) (3)  health  care  institutions  will  need  to  provide  health  care 
in  a  more  efficient  and  cost-effective  manner.  Cost  reductions 
could  be  achieved  by  government  caps,  by  encouraging  innovative 
methods  of  delivering  and  paying  for  health  care  services,  or  some 
combination  of  both  approaches. 

One  result  of  Health  Care  Reform  that  is  certain  is  the 
acceleration  of  the  need  to  down-size  the  acute  care  system,  with 
hospitals  and  other  health  care  providers  consolidating,  to  reduce 
in-patient  capacity  while  filling  other  gaps  in  the  system  (such  as 
continuing  care  for  the  elderly)  .  The  goal  of  this  "re-tooling"  is 
to  find  innovative  ways  to  serve  consumers  more  efficiently  (such 
as  ambulatory  care  centers  to  reduce  costly  in-hospital  stays  or 
community  health  centers  to  reduce  the  use  of  emergency  rooms  as 
primary  care  facilities) . 

The  National  Council's  testimony  is  that  an  important  step 
towards  accomplishing  the  related  goal  of  cost-reduction  can  be 
achieved  by  modifying  certain  restrictions  on  tax-exempt  financing 
that  are  impediments  to  consolidations,  mergers,  and  innovative 
alternative  health  care  programs.  Based  on  the  impact  the  current 
law  on  tax-exempt  bonds  has  had  on  financing  decisions  by  health 
care  facilities,  the  National  Council  has  extrapolated  potential 
problems  that  should  be  addressed  under  any  plan  for  Health  Care 
Reform. 


Limitations  on  Advance  Refundings  Inhibit  Mergers  and  Preclude  Cost- 
savings 

While  current  health  care  delivery  is  based  on  stand-alone 
hospitals  and  multi-hospital  systems.  Health  Care  Reform  is 
expected  to  result  in  a  major  restructuring  in  which  independent 
hospitals  will  be  forced  to  merge  with  or  acquire  others  to  compete 
in  the  post-reform  environment.  The  Administration  has  focused  on 
the  potential  antitrust  issues  presented  by  hospital  mergers; 
attention  should  also  be  paid  to  tax  law  limitations  on  advance 
refundings  that  may  impede  or  inhibit  mergers  as  well  as  desirable 
changes  in  the  use  of  affected  facilities. 
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The  Internal  Revenue  Code  limits  501(c) (3)  borrowers  to  one 
advance  refunding  for  post-1986  financings  (two  refundings  are 
available  for  bonds  issued  before  1986) .  In  this  regard,  the 
dramatic  decline  in  interest  rates  in  recent  years  has  generated  a 
large  number  of  advance  refundings  of  health  care  bonds.  Following 
are  several  of  many  exeunples  of  the  magnitude  of  cost-reductions 
that  can  be  achieved  by  allowing  health  care  facilities  to  advance 
refund  for  the  purpose  of  capturing  interest-rate  savings. 

Michigan  Exaa^les  of  the  Magnitude  of  Cost  Savings  that 
Could  be  Re-Directed  to  Health  Care  Services. —  Over  the 
past  several  years,  a  large  non-profit  health  care 
provider  —  The  Sisters  of  Mercy  Health  Corporation  — 
effected  advance  refundings  that  have  resulted  in  $8  to 
$10  million  a  year  in  interest  expense  savings, 
representing  approximately  one-third  of  the  system's 
income  from  operations!  In  the  case  of  a  much  smaller 
hospital  —  Central  Michigan  Community  Hospital  in  Mt. 
Pleasant  —  its  1993  advance  refunding  will  save  about 
$80  thousand  per  year  over  15  years! 

Economically  motivated  refundings  have  now  exhausted  the  advance- 
refunding  opportunity  permitted  under  the  Internal  Revenue  Code. 
Thus,  while  there  may  be  situations  where  the  best  or  only  way  to 
efficiently  consummate  a  merger  is  to  eliminate  existing  bond 
covenants  (for  example,  to  conform  bond  covenants  to  a  change  made 
to  facilitate  more  out-patient  care)  and  that  may  only  be  possible 
through  an  advance  refunding  of  existing  debt,  many  institutions 
are  now  precluded  from  undertaking  a  second  advance  refunding. 

Why  interest  Rate  Swaps  Are  Mot  a  Substitute  For  Advance  Refundings 

The  question  has  been  raised  whether  a  interest  rate  swap 
could  be  used  as  a  substitute  for  an  advance  refunding,  thus 
eliminating  the  need  for  relief  in  this  area.  The  "swap 
alternative"  to  advance  refunding  of  a  bond  does  not  result  in 
maximizing  interest  savings;  further,  there  are  additional  risks 
relating  to  the  credit-worthiness  of  swap  counter-parties,  basis 
risk,  and  uncertainty  about  the  ability  to  refund  the  old  bonds  on 
the  call  date.  In  addition,  an  interest  rate  swap  has  no  utility 
where  —  as  is  likely  in  today's  environment  —  an  advance 
refunding  is  prompted  by  the  need  to  remove  a  restrictive  covenant 
from  a  bond  indenture. 

The  level  of  interest  savings  that  can  be  achieved  by  an 
advance  refunding  cannot  be  achieved  by  an  interest  rate  swap. 
Generally,  a  swap  is  purchased  for  protection  against  increased 
interest  rates  on  bonds  that  are  "callable"  in  the  future.  It  is 
estimated  that  the  market  requires  a  premium  on  the  swap  over  an 
actual  advanced  refunding  of  10-40  percent  of  the  present  value 
savings. 

Further,  additional  risks  are  assumed  in  the  case  of  a  swap. 
First,  the  "counter-party"  (the  party  selling  the  swap)  may  not  be 
able  to  perform  its  obligation  to  make  payments  under  the 
agreement,  minimized  only  by  entering  into  swap  agreements  with 
high  quality  credits  or  by  collateralizing  the  swap. 

Second,  there  is  a  "basis"  risk  where  the  interest  rate  on 
bonds  is  linked  to  an  index  and  that  index  does  not  match  the 
variable  rate  on  the  bonds.  The  basis  risk  can  be  eliminated  by 
linking  the  bond  rate  to  the  swap  rate,  but  this  makes  the  swap 
"illiquid"  in  the  secondary  market. 

The  third  risk  relates  to  the  fact  that  swaps  generally  have 
a  seven-to-ten  year  term.   The  resulting  risk  is  that  the  issuer 
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may  be  unable  to  refund  the  old  bonds  on  the  call  date  (due  to 
changes  in  tax  law  or  local  law,  or  a  hospital's  economic 
circumstances) . 


Specific  Examples  of  the  Potential  Impact  of  Advance  Refunding 
Restrictions  on  Health  Care  Restructurings 


Following  is  a  brief  synopsis  of  both  potential  and  actual 
scenarios  where  restrictions  imposed  by  old  financings  have  had  or 
could  have  a  significant  impact  on  hospitals  attempting  to  respond 
to  changing  conditions.  If  the  501(c)(3)  health  care  borrowers 
have  already  accomplished  an  interest-rate  driven  advance 
refunding,  the  Internal  Revenue  Code  would  prohibit  them  from 
seeking  relief  from  the  old  financing  covenants  by  another 
"covenant-driven"  advance  refunding. 

Covenants  as  a  Pis-incentive  to  Merger  or  Consolidation 

The  typical  covenants  burdening  501(c)(3)  hospital  borrowers 
may  make  them  less  attractive  candidates  for  acquisition  and 
integration  into  the  emerging  health  care  system.  These  covenants 
include  restrictions  on  pledging  assets  and  revenues,  incurring 
indebtedness,  and  lender's  supervision  of  management.  In  some 
cases,  potential  merger  partners  face  conflicting  bond  covenants 
(for  example,  where  bonds  were  issued  under  different  programs). 
The  opportunity  to  obtain  relief  from  incompatible,  unreasonable, 
or  obsolete  bond  covenants  is  certainly  a  factor  in  the  ability  of 
borrowers  to  adjust  to  changes  in  the  health  care  environment.  The 
following  examples  illustrate  the  problems  faced  by  hospitals 
attempting  to  merge  in  the  face  of  burdensome  bond  covenants. 

Mew  York  Example  of  an  Obsolete  Covenant. —  Some 
financings  impose  restrictions  on  borrowers  that,  over 
time  or  due  to  changes  in  circumstances,  have  become 
obsolete.  For  example,  in  New  York  State,  the  typical 
hospital  financing  requires  that  each  borrower  establish 
and  fund  a  depreciation  reserve,  a  requirement  that  was 
appropriate  when  third-party  payors  reimbursed  capital 
cost  based  on  depreciation.  Today,  however,  most  payors 
no  longer  use  this  method  of  capital  reimbursement,  but 
hospitals  burdened  with  old  covenants  are  still  required 
to  maintain  and  fund  depreciation  reserves. 

1992  Example  of  Conflicting  Covenants  from  the  State  of 
Washington. —  When  Ballard  merged  into  Swedish  Hospital 
in  late  1992,  the  parties  faced  what  is  a  fairly  typical 
problem  in  older  bonds:  Ballard  had  pledged  its 
receivables  to  secure  its  bonds,  so  the  an  agreement  of 
bondholders  was  needed  to  substitute  the  receivables  of 
Swedish  (i.e.  .  to  modify  the  lien)  .  In  that  case, 
because  Ballard  had  only  a  single  bondholder  (the  debt 
had  been  privately  placed)  the  required  agreement  was 
obtainable.  Had  the  bonds  been  publicly  offered, 
however,  obtaining  the  required  consent  may  not  have  been 
so  easily  accomplished  (if  at  all). 

Example  of  a  Mew  York  Hospital  that  Is  an  Unattractive 
Merger  Candidate  Due  to  the  Lack  of  Ability  to  Effect  a 
Covenant-driven  Advance  Refunding. —  A  hospital  with 
FHA-insured  mortgage  financing  was  ultimately  rejected  as 
a  merger  partner  with  another  entity  because  the  latter 
refused  to  assume  and  be  burdened  by  the  covenant  of  the 
financing.   This  borrower  subsequently  accomplished  an 
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advance  refunding  to  reduce  its  interest  expense,  and  is 
thus  precluded  from  "advance  refunding  out"  of  the 
financing  that  discouraged  the  merger. 

As  a  result  of  the  current  law  barrier  to  mergers  presented  by 
the  need  to  do  an  advance  refunding,  some  hospital  "mergers"  are 
being  consummated  by  way  of  "Affiliation  Agreements,"  pursuant  to 
which  the  hospitals  involve  retain  their  separate  corporate 
identities  (to  comply  with  their  respective  bond  covenants)  but 
operate  cooperatively  through  a  holding  company  and/or  binding 
contracts  to  provide  administrative  services  —  pending  further 
deliberation  of  the  issue  whether  to  merge.  Depending  on  the  terms 
of  particular  bond  covenants,  however,  such  Affiliation  Agreements 
do  not  always  allow  the  hospitals  involved  to  capture  the  cost 
savings  that  would  otherwise  result  from  the  elimination  of 
duplicate  services  or  administrative  functions.  For  example, 
restrictions  on  disposition  of  assets  (in  this  case,  to  the 
"unrelated  affiliate")  may  prevent  major  changes  in  the  scope  of 
services  or  the  use  of  operating  agreements  to  cover  items  such  as 
cash  management  functions. 

THE  NATIONAL  CODMCIL  PROPOSES  TO  FACILITATE  MERGERS  AND  COST- 
SAVINGS  BY  ALLOWIMG  QUE  MORE  ADVANCE  REFDNDIHG.  AND  ALSO  OFFERS 
OPTIONS  TO  LIMIT  THE  POTENTIAL  REVENUE  LOSS; 

The  National  Council  urges  the  Congress  to  allow  for  at 
least  on*  Bore  advance  refunding  in  the  post-health- 
reform  world,  where  the  advance  refunding  either: 

(1)  facilitates  the  consummation  of  a  merger  between  two 
existing  health  care  providers;  or 

(2)  would  result  in  significant,  tangible,  real  interest 
cost  savings. 

Options  For  Limiting  the  Potential  Revenue  Loss  Attributable  to 
Advance  Refunding  Relief  Some  have  suggested  allowing  an 
additional  advance  refunding  to  the  first  call  date,  however,  if 
the  interest  rate  environment  changes  (i.e. .  if  interest  rates  go 
up)  this  "relief"  would  not  be  efficacious.  Others  have  suggested 
a  transitional  "window"  during  which  an  additional  refunding  could 
be  effected.  A  transitional  rule  would  not  suffer  from  the 
infirmity  of  having  its  usefulness  depend  on  what  interest  rates 
are  doing. 

A  partial  solution  could  be  achieved  by  regulatory  action, 
without  legislation  and  the  resulting  need  to  "score"  the  relief 
under  Congressional  budget  requirements.  The  applicable  statute 
now  limits  advance  refundings  after  1986  to  one  refunding  of  the 
"original  bond"  but  that  term  has  not  been  defined  in  the  law.  By 
regulation.  Treasury  could  define  "original  bond"  as  the  bond  left 
outstanding  after  the  new  money  bond  that  started  the  series  is 
called  (and  the  escrow  paid  off) . 


The  $lgO  Millipn-Pgr-In$titutipn  Cap  Discourage^  "Npn-hpspit^l"  FacilitigS 
Important  to  Health  Care  Reform 

Many  institutions  important  to  the  Health  Care  Reform  Plan  are 
not  "hospitals"  fe.q. .  non-profit  health  maintenance  organizations 
or  "HMOs") ,  yet  current  law  limits  these  non-hospital  facilities  to 
$150  million  per  institution  in  outstanding  bonds.  As  non- 
hospitals  and  hospital  systems  form  integrated  delivery  systems  in 
response  to  health  care  reform  (e.g. .  long-term  care  facilities  or 
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free-standing  ambulatory  care  facilities)  they  will  conceivably  run 
into  the  limitations  of  the  $150  million  cap.  This  result  will 
impede  the  creation  of  integrated  systems  that  provide  a  continuum 
of  care  in  a  variety  of  settings,  not  just  acute  care  facilities. 

As  stated  in  the  Anthony  Commission  Report  (at  page  B-3)  the 
definition  of  "hospital"  for  purposes  of  the  $150  million  Cap  is 
virtually  unworkable  in  today's  medical  environment  and  is  contrary 
to  the  policy  of  encouraging  more  outpatient  treatment  and  other 
less  intensive  forms  of  care:  "Hospital"  should  become 
"Healthcare." 

Currant  Data  Suggests  the  ImmediacY  of  th«  Problam  Caused  by  the 
$150  Million  cap 

At  a  time  when  we  are  moving  towards  a  "non-hospital"  delivery 
system,  the  $150  million  Cap  serves  as  an  important  dis-incentive 
to  innovation.  Currently,  there  are  at  least  five  states  with  an 
aggregate  of  12  health  care  institutions  that  are  at  the  $150 
million  limitation  applicable  to  non-hospitals.  In  addition  there 
are  another  four  health  care  organizations  with  between  $120  to 
$150  million  in  outstanding  bonds  (See  Attachment  A) . 

As  an  example  of  the  perverse  action  of  the  $150  million  cap, 
the  New  York  State  Association  of  Retarded  Persons  ("NYSARC")  — 
the  Nation's  largest  provider  of  non-profit  community-based  care  — 
is  now  at  the  cap,  and  thus  cannot  issue  any  more  tax-exempt  bonds 
for  new  community  facilities.  This  state  of  affairs  exists  at  a 
time  when  NYSARC  is  also  coping  with  the  consequences  of  the  State 
of  New  York's  court-ordered  mandate  to  de-institutionalize! 

Health  Care  Reform  will  undoubtedly  encourage  the  development 
of  alternative  health  care  facilities  (such  as  HMOs,  family 
clinics,  more  long-term  care  and  continuing  research,  and  other 
collaborative  efforts  between  hospitals  and  non-hospitals)  and 
thereby  increase  the  need  for  bond  issuances  by  non-hospitals. 
Further,  National  Council  members  have  been  approached  by  hospitals 
planning  to  extend  their  operations  into  non-acute  care  functions 
such  as  neighborhood  diagnostic  and  treatment  facilities;  medical 
equipment  acquisitions  entities;  ambulatory  care  centers;  nurse 
recruiting  services;  and  long-term  residential  care  facilities. 
In  order  to  access  capital  in  a  cost-effective  way,  these  new 
facilities  would  benefit  from  affiliations  with  or  ownership  by 
hospitals  that  have  healthy  balance  sheets.  Hospitals  that  might 
wish  to  lend  their  credit  to  an  otherwise  risky  or  lower-rated 
venture  have  a  limited  ability  to  do  so  because  of  the  $150  million 
cap.  As  a  result,  the  National  Council  is  concerned  that  more  non- 
hospitals  will  approach  the  $150  million  cap. 

The  Cap  as  an  Additional  Barrier  to  Hospital  Mergers 

Prior  to  a  merger,  each  hospital  (together  with  its 
affiliates)  has  its  own  $150  million  limit  for  non-hospital  bonds. 
Yet  after  a  merger  or  other  affiliation  (such  as  the  creation  of  a 
common  "parent"  corporation)  the  institutions  would  have  a  single 
limit!  Any  bonds  that  exceed  the  $150  million  limit  could  become 
taxable  retroactively  to  their  date  of  issue,  an  event  that  would 
constitute  a  default  under  the  typical  covenants  governing  non- 
hospital  501(c)(3)  bonds.  This  potential  problem  could  be 
exacerbated  by  the  rule  that  --  where  a  non-hospital  bond  is 
advance  refunded  —  both  an  outstanding  refunded  bond  and  the 
outstanding  refunding  bond  are  counted  against  the  Cap. 

vmile  corrective  action  (such  as  reduction  of  the  amount 
outstanding  by  redemption  or  purchase  of  a  sufficient  amount  of 
bonds)  may  be  possible  in  some  cases,  the  current  law  rule  clearly 
presents  a  potential  barrier  to  hospital  mergers.  Further,  the 
barrier  is  one  that  many  hospitals  —  which  are  not  close  to  the 
Cap  on  a  stand-alone  basis,  have  not  had  the  occasion  to  analyze 
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(which  would  involve  undertaking  the  cost  and  administrative  burden 
of  allocating  bond  proceeds  between  "hospital"  and  "non-hospital" 
projects) . 

THE  HATIONAL  COUMCZL  PROPOSES  TO  PROMOTE  THE  GOALS  OF  HEALTH  CARE 
REFORM,  BY  ADDING  OTHER  DESIRABLE  "HEALTH  CARE  FACILITIES"  TO 
HOSPITALS  THAT  ARE  OUT  OF  THE  $150  MILLION  CAP: 

The  following  "conceptual"  definition  is  based  on  state 
law  that  defines  the  purposes  for  which  health  bonds  can 
be  issued.  The  National  Council  would  propose  to  promote 
the  policy  of  encouraging  more  out-patient  treatment  and 
other  cost-effective  forms  of  care  by  taking  health  care 
facilities  out  of  the  $150  million-per-institution  cap. 

"Health  care  facility"  would  mean,  with  respect  to  a 
501(c)(3)  organization,  any  land,  land  improvement, 
building,  structure,  fixture,  utility,  system,  machinery, 
equipment  or  other  real  or  personal  property  (a 
"facility")  useful  for  or  associated  with  the  delivery  of 
in-patient  or  out-patient  health  care  service  or  support 
that  is  operated  as  part  of  the  exempt  activities  of  such 
501(c) (3)  organization  as  any  of  the  following: 

1.  a  hospital, 

2.  a  clinic, 

3.  a  health  maintenance  organization, 

4.  a  diagnostic,  treatment,  or  surgical  center, 

5.  a  comprehensive  cancer  center, 

6.  a  kidney  disease  treatment  center, 

7.  a  drug  treatment  center, 

8.  an  alcohol  treatment  center, 

9.  a  home  health  agency, 

10.  a  hospice  agency, 

11.  a  skilled  nursing  facility, 

12.  a  psychiatric  hospital,  or 

13.  a  community  mental  health  center; 

provided  that  "health  care  facility"  would  exclude  any 
facility  that  is  maintained  by  a  501(c)(3)  organization 
primarily  for  lease  or  rental  to  health  care 
professionals  who  are  not  employed  directly  by  a 
501(c)(3)  organization  or  any  state  or  local  government. 


Health  Care  Borrowers  Should  be  Included  Among  the  "Small  Issuers"  With 
Access  to  thg  T9x-gx?mpt  Bond  Market  Via  Thg  "Bank  Deductihility"  Rulg 

Current  law  regarding  the  ability  of  banks  to  deduct  the 
carrying  costs  of  tax-exempt  bonds  severely  limits  the  ability  of 
State  Health  Bond  Authorities  to  assist  rural  and  inner  city  health 
care  providers.  Health  care  institutions  that  are  required  to 
issue  through  the  State  Health  Care  Bond  Authority  are  uniquely 
disadvantaged   by   the   "less   than   $10  million"   small   issuer 
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exception. 

While  efforts  to  raise  the  current  limit  from  SlO  million  to 
$25  million  per  issuer  are  moving  in  the  right  direction,  this 
solution  does  not  adeguz^tely  address  the  problem  faced  by  small 
borrowers  because  it  still  places  limits  on  placements  by  "issuers" 
rather  than  "borrowers." 

CurfBt  Law  Prevents  Th«  "Neediest"  Institutions  From  Obtaining  The 
fcow#yt  gost  Of  Capital 

Private  placements  with  bank  lenders  often  represent  the  only 
affordable  financing  option  for  small  tax-exempt  issues,  because  a 
public  tax-exempt  issue  of  less  than  $5  million  (where  that  is  even 
possible)  generally  is  too  costly  for  small  health  care  borrowers. 
For  these  small  issues,  private  placement  of  the  debt  with  banks 
afford  substantial  cost  savings.  Access  to  bank  lenders  can  mean 
the  difference  between  a  timely  successful  project  and  having  to 
delay  delivery  of  necessary  services. 

The  current  $10  million  small  issuer  exception  encourages  one- 
time local  issuances  of  bonds.  Based  upon  a  review  of  defaults  by 
Bond  Investors  Association,  local  Healthcare  issuers  have  90 
percent  of  all  defaults  yet  issue  only  half  of  the  Healthcare  bonds 
issued  each  year.  State  issuers  have  fewer  defaults  due  to  the 
existence  of  professional  staffs  that  monitor  each  borrower.  In 
addition,  a  State  is  more  likely  to  have  the  resources  to  hire  a 
financial  advisor  or  provide  such  services  itself,  whereas  most 
local  jurisdictions  cannot. 

State  Bond  Banks  Are  Not  The  Answer 

The  use  of  State  Bond  Banks  would  not  resolve  the  bank 
deductibility  question  for  501(c) (3)  health  care  providers.  A  bond 
bank  works  well  where  governmental  units  participate  because  each 
governmental  unit  receives  revenues  from  the  State,  and  those 
revenues  can  be  intercepted  in  the  event  of  default.  In  addition, 
a  bond  bank  reaches  out  to  banks  in  general,  whereas  a  private 
placement  with  a  local  bank  is  a  more  efficient  approach  for  a 
local  hospital  because  the  local  bank  knows  the  "credit"  better  and 
will  be  more  interested  in  helping  a  local  employer. 

THE  NATIONAL  COUNCIL  PROPOSES  A  HEALTH  CARE  EXCEPTION  BASED  ON  THE 
TRUE  "SMALL  BORROWER"  ! 

In  the  case  of  a  city,  county,  or  other  governmental  unit 
borrowing  on  its  own  behalf  for  its  own  capital  needs 
(roads,  sewer,  etc.)  the  current  bank  deductibility  rule 
that  looks  at  the  "issuer"  may  make  sense.  For  conduit 
501(c) (3)  borrowings,  however,  the  rule  should  be  applied 
to  the  true  Borrower.  Therefore,  the  National  Council 
endorses  the  proposal  to  allow  up  to  $5  million  of  tax- 
exempt  bonds  of  a  501(c)(3)  health  care  organization  to 
qualify  for  Bank  Deductibility  —  that  is,  to  apply  the 
small  issuer  exception  by  reference  to  a  health  care 
"borrower"  rather  than  an  "issuer,"  and  lowering  the 
threshold  for  these  borrowers  from  $10  million  to  $5 
million.  (Lowering  the  limitation  to  $5  million  for 
health  bonds  makes  sense  because  issues  over  that  amount 
can  be  accomplished  with  a  public  sale  rather  than  a 
private  placement.) 

This  limitation  to  health  care  organizations  would  reduce 
any  resulting  revenue  loss.  Moreover,  in  view  of  the 
precedent  set  by  the  special  rules  for  hospitals  under 
the  $150  million-per-institution  Cap,  such  a  limitation 
should  not  be  viewed  as  arbitrary  (as  compared  to  the 
treatment  of  other  charities) .    A  "small  borrower" 
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exception  for  health  care  institutions  can  certainly  be 
justified  in  the  context  of  a  comprehensive  Health  Reform 
package,  as  a  provision  necessary  to  facilitate  the  kinds 
of  changes  in  use  envisioned  by  the  reform. 

Further,  the  sort  of  health  care  institutions  that  would 
be  advantaged  by  the  proposed  change  are  small  non-profit 
institutions  with  small  borrowing  needs.  These 
institutions  tend  to  be  located  in  medically  under-served 
areas,  particularly  rural  and  inner-city  areas.  Given 
that  many  feel  that  medically  under-served  areas  will 
continue  to  be  under-served  after  Health  Care  reform, 
this  proposal  would  aid  these  kinds  of  institutions  to 
fulfill  their  contemplated  role  in  health  reform. 

Some  have  suggested  allowing  a  small  issuer  to  allocate  a  portion 
of  its  $10  million  exemption  to  the  State  to  finance  health  care 
facilities  located  in  the  allocating  jurisdiction,  the  practical 
limitation  of  this  proposal  is  that  Federal  tax/health  policy  would 
then  be  dependent  on  the  vagaries  of  local  politics.  For  example, 
in  States  such  as  Michigan  and  Missouri  where  health  care 
institutions  have  the  option  of  issuing  through  local  jurisdictions 
or  through  the  State  agencies,  health  care  institutions  would  have 
to  contend  with  competing  non-health  projects  for  an  allocation. 
In  a  local  jurisdiction  with  borrowing  needs  as  large  as  New  York 
City,  there  would  be  no  amount  to  allocate! 

As  examples  of  how  the  National  Council's  proposal  might 
apply*  we  have  identified  hospitals  in  Michigan  that  are  now 
borrowing  on  a  taxable  basis  but  would  be  able  to  access  the  tax- 
exempt  market  if  they  could  use  the  private  placement  mode  provided 
by  a  bank  deductible  transaction: 

Bell  Memorial  Hospital  in  Ishpeming 

Gratiot  Community  Hospital  in  Alma 

Grand  View  Hospital  in  Ironwood 

Saratoga  Community  Hospital  in  Detroit 

Detroit  Macomb  Hospital  in  Detroit 

Cpnglusion 

The  National  Council  appreciates  this  opportunity  to  raise 
these  tax-exempt  finance/health  care  issues  "on  the  record,"  and 
looks  forward  to  working  with  you  to  insure  that  current  law 
restrictions  do  not  have  the  unintended  result  of  impeding  the 
implementation  of  Health  Care  Reform. 

Specifically,  in  order  to  have  an  orderly  evolution  of  health 
care  by  promoting  cost-effectiveness  and  efficiency,  the  National 
Council  offers  the  following  proposals  for  your  consideration: 

1.  Allow  one  additional  advance  refunding  of  bonds  where 
hospitals  are  consolidating  to  reduce  capacity  or  create 
other  efficiencies,  with  appropriate  "anti-abuse" 
safeguards; 

2.  Lift  the  $150-million-per-institution  Cap  from  not- 
for-profit  health  care  projects  that  provide  alternative 
care  settings  that  will,  of  necessity,  be  a  cornerstone 
of  national  health  care  reform;  and 

3.  Include  501(c) (3)  health  care  organizations  among  the 
"small  issuers"  that  can  lower  their  financing  costs  by 
selling  bonds  to  banks  under  a  modification  that  limits 
the  maximum  bond  issue  for  these  borrowers  to  $5  million. 


455 


Facilititis  at  $150  Million  LimHation 


ATTACHMENT  A 


STATF 
California 

Idaho 
Massachusetts 

Ngw  York 

Nonh  Carolina 
South  Dakota 


OFSCRIPTION   QF  FACII  ITY  AT  LIMITATION 

Health  maintenance  organization 
Four  Long  Term  Care  Facilities 

American  Red  Cross 

Health  maintenance  organization 
Medical  Research  fadlHy 

Health  maintenance  organization 

Non-profits  which  provide  services  to  mentally 

retarded  and  mentally  ill 

Intermediate  care  facility  for  mentally  retarded 

A  multi  state  nursing  home 


Facilities  between  S120  Million  and  SISO  Million  with  non-hospital  bonds 


STATE 
New  Jersey 
Colorado 


Washington 


DESCRIPTION  QF  FACILITY  AT  LIMITATION 

One  hospital  at  $140  million 

One  community  provider  at  $130  million  issued 
bonds  for  projects  for  abused  children,  mentally 
retard,  retirement  communities,  and  alzheimer 
patients 

One  HMO  could  do  a  refunding  of  a  bond  issue 
but  that  would  put  them  above  the  $150  million 
limitation 

One  ciinic  could  do  a  refunding  which  would  put 
them  above  the  $150  million  limitation 
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Mr.  HOAGLAND.  Thank  you.  Mr.  Claibom. 

STATEMENT  OF  STEPHEN  A.  CLAIBORN,  MANAGING  DIREC- 
TOR,  LEHMAN  BROTHERS  INC.,  HOUSTON,  TEX.,  ON  BEHALF 
OF  THE  PUBLIC  SECURITIES  ASSOCIATION 

Mr.  Claiborn.  Thank  you  and  good  afternoon. 

My  name  is  Stephen  A.  Claiborn.  I  am  a  managing  director  for 
the  securities  firm  of  Lehman  Brothers  in  our  Houston,  Tex.,  office, 
where  I  speciaHze  in  capital  financing  for  pubHc  and  nonprofit 
health  care  organizations. 

I  appear  before  you  this  afternoon,  however,  representing  the 
Public  Securities  Association  [PSA],  of  which  my  firm  is  a  member. 
The  PSA's  membership  includes  nearly  all  firms  that  imderwrite 
securities  issued  by  public  and  nonprofit  health  care  organizations. 
As  such,  we  take  a  strong  interest  in  improving  the  Nation's  health 
care  delivery  system. 

We  commend  President  Clinton  and  his  commitment  to  health 
care  reform  and  we  commend  this  subcommittee  for  holding  this 
hearing. 

My  testimony  this  afternoon  will  focus  on  several  issues  related 
to  the  administration's  health  care  reform  proposal  and  tax-exempt 
securities.  My  written  statement  discusses  these  issues  in  greater 
detail  than  time  allows  here. 

One  issue  of  vital  importance  to  this  subcommittee  involves  the 
tax-exempt  status  of  501(c)(3)  health  care  organizations.  Under  cur- 
rent law,  nonprofit  health  care  providers  are  required  to  maintain 
strict  standards  of  community  benefit  to  earn  or  keep  their  tax- 
exempt  status.  We  generally  support  in  principle  the  administra- 
tion's proposal  to  require  nonprofit  health  care  institutions  to  as- 
sess their  community's  health  needs  annually  and  to  develop  plans 
to  address  those  needs. 

However,  we  also  feel  that  current  community  benefit  standards 
for  nonprofit  health  care  facilities  have  served  tne  Federal  Grovern- 
ment  and  the  general  public  well.  Imposing  a  stricter  standard  of 
community  benefit  service  for  501(c)(3)  providers  would  create  fi- 
nancial hardships  for  some  organizations.  It  could  also  increase 
perceived  risk  to  investors  in  tax-exempt  hospital  bonds  and  could 
result  in  a  higher  cost  of  financing  for  nonprofit  health  care  organi- 
zations. 

We  support  continued  application  of  strict  standards  for  tax  ex- 
emption, however,  we  urge  Congress  to  weigh  carefully  the  effects 
of  any  new  tighter  standards  against  the  market  disruption  and 
higher  cost  of  capital  that  would  likely  result. 

Second,  PSA  was  somewhat  disappointed  by  the  prohibition  con- 
tained in  the  President's  health  care  reform  proposal  on  the  ability 
of  regional  health  alliances  and  State  guaranty  funds  to  issue  tax- 
exempt  debt  securities.  Under  the  President's  proposal,  regional 
health  alliances  would  be  State  agencies  or  nonprofit  corporations. 
Under  current  law,  such  entities  generally  can  issue  tax-exempt  ob- 
ligations to  finance  capital  investments  or  cash  flow  shortfalls. 

The  tax  exemption  on  State,  local  and  nonprofit  debt  is  an  impor- 
tant form  of  Federal  assistance  for  issuers.  It  is  troubling  that  gov- 
ernment and  nonprofit  entities,  such  as  the  health  alliances,  cre- 
ated explicitly  to  serve  the  public  interest,  would  be  denied  access 
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to  such  an  efficient  financing  tool,  especially  given  Treasury  Sec- 
retary Bentsen's  recent  comments  that  the  volume  of  borrowing  by 
the  alliances  would  likely  be  minimal. 

Third,  I  would  like  to  address  the  effect  of  Federal  limitations  on 
the  debt  issuance  of  nonprofit  health  care  providers.  The  Federal 
Tax  Code  contains  a  $150  million  limit  on  most  outstanding  tax- 
exempt  bonds  of  nonprofit,  501(c)(3)  organizations. 

An  exception  to  the  limit  is  provided  for  debt  issued  to  finance 
hospital  facilities,  however.  As  was  discussed  earlier,  the  legal  defi- 
nition of  hospital  is  sufficiently  narrow  that  many  health  care  fa- 
cilities do  not  qualify  for  the  exemption.  A  broader  limit,  say,  ex- 
empting from  the  cap  not  just  hospital  bonds  but  all  bonds  issued 
for  health  care  facilities  would  allow  certain  currently  restricted 
providers  to  improve  their  facilities  at  the  lowest  possible  cost. 

H.R.  11  passed  by  the  102d  Congress  in  1992,  contained  a  provi- 
sion that  would  have  eliminated  the  $150  million  cap  for  all 
501(c)(3)  organizations.  H.R.  2022,  a  bill  introduced  last  year  by 
Congressman  Robert  Matsui,  would  accomplish  the  same  goal.  PSA 
strongly  supports  this  effort. 

Finally,  I  would  like  to  address  an  issue  related  to  demand  for 
public  securities  issued  by  public  and  nonprofit  health  care  organi- 
zations. Under  current  law,  commercial  banks  are  encouraged  by  a 
provision  in  the  code  to  buy  bonds  issued  by  qualified  small  munici- 
pal bond  issuers,  known  as  "bank  qualified  bonds,"  a  provision 
which  saves  these  issuers  as  much  as  25  basis  points  on  their  fi- 
nancing costs. 

Many  health  care  organizations  do  not  borrow  directly,  but  bor- 
row through  financing  authorities  that  issue  bonds  on  behalf  of 
many  organizations.  By  borrowing  through  such  a  conduit,  a  small 
nonprofit  hospital  could  lose  its  ability  to  benefit  from  selling  bonds 
to  commercial  banks. 

To  permit  all  qualified  small  health  care  providers  to  sell  debt  se- 
curities to  banks,  PSA  urges  that  the  $10  million  limit  be  applied 
at  the  level  of  the  borrower,  rather  than  the  issuer.  PSA  feels 
strongly  that  responsibly  crafted  health  care  reform  would  benefit 
public  and  nonprofit  health  care  providers  and  would  strengthen 
the  Nation's  health  care  system  overall.  Nonetheless,  any  new  sys- 
tem will  undoubtedly  continue  to  rely  on  the  infusion  of  new  cap- 
ital. 

We  believe  it  is  very  important  that  health  care  reform  take  re- 
sponsible provisions  to  protect  the  existing  capital  stock  while  the 
health  care  system  is  being  rationalized. 

We  look  forward  to  working  with  this  subcommittee  and  the  full 
Ways  and  Means  Committee  as  the  debate  over  health  care  reform 
proceeds. 

Thank  you  for  the  opportunity  to  testify  and  I  would  be  happy 
to  answer  any  questions. 

Mr.  HOAGLAND.  Thank  you,  Mr.  Claibom. 

[The  prepared  statement  follows:] 
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Statement  of  Steptien  Claibom 
Managing  Director.  Leltman  Brothers  Inc. 

representing 
The  Public  Securities  Association 

before  the  House  Committee  on  Ways  and  Means 

Select  Revenue  Measures  Subcommittee 

February  9, 1994 

Thank  you  and  good  morning.   My  name  is  Stephen  Claibom.   I  am  a  Managing  Director 
for  the  securities  firm  of  Lehman  Brothers  Inc.  in  our  Houston,  Texas  office  where  I 
specialize  in  capital  financing  for  public  and  non-profit  health  care  organizations,    I 
appear  before  you  this  morning,  however,  representing  the  Public  Securities  Association 
(PSA),  of  wfiich  my  firm  is  a  member. 

PSA  is  the  international  trade  organization  of  banks  and  securities  firms  that  underwrite 
and  trade  municif>al  securities,  U.S.  Government  and  agency  securities,  mortgage-backed 
securities  and  money-market  instruments.   PSA's  membership  includes  nearly  all  firms 
that  underwrite  securities  issued  by  public  and  non-profit  health  care  organizations.   As 
such,  we  take  a  strong  interest  in  improving  the  nation's  health  care  delivery  system   We 
commend  President  Clinton  for  his  commitment  to  health  care  reform  and  we  commend 
you.  Chairman  Rangel,  for  holding  this  hearing. 

My  testimony  this  morning  will  focus  on  several  issues  related  to  the  Administration's 
health  care  reform  proposal  and  tax-exempt  securities. 

Role  of  Tax-exempt  Hospitals 

One  issue  of  vital  importance  to  this  Subcommittee  involves  the  tax-exempt  status  of 
501(c)(3)  health  care  organizations.   As  you  know,  our  country  benefits  from  the 
extensive  network  of  non-profit  hospitals  and  other  facilities.   According  to  the  American 
Hospital  Association,  in  1992  non-profits  made  up  60  percent  of  the  nation's  hospitals  and 
provided  75  percent  of  all  inpatient  and  outpatient  hospital  care.   Clearly,  non-profits  play 
a  vital  role  in  our  health-care  system. 

Under  current  law,  non-profit  health  care  providers  are  required  to  maintain  strict 
standards  of  community  benefit  to  earn  or  keep  their  tax-exempt  status.   While  we 
generally  support  in  principle  the  Administration's  proposal  to  require  non-profit  health 
care  institutions  to  assess  their  communities'  health  needs  annually  and  to  develop  plans 
to  address  those  needs,  PSA  feels  that  current  community  benefit  standards  for  non-profit 
health  care  facilities  have  served  the  federal  government  and  the  general  public  well. 
Imposing  striaer  standards  of  community  benefit  for  501(c)(3)  providers  could  create 
financial  hardships  which  would  negatively  affect  their  debt  ratings  and  cost  of  capital 
and  could  make  it  more  difficult  to  meet  the  changing  needs  of  the  populations  they 
serve. 

Imposing  economically  enervating  standards  of  community  benefit  as  a  condition  of 
ongoing  tax-exemption  for  501(c)(3)  providers  would  raise  the  risk  premiums  required  by 
investors  in  outstanding  and  future  tax-exempt  debt  securities  for  non-profit  hospitals.   If, 
as  a  result  of  complying  with  stricter  community  benefit  standards  a  number  of  non-profit 
providers  were  downgraded  below  investment  grade,  it  is  possible  that  all  health-related 
bonds  could  be  perceived  as  inherently  more  risky.   Such  a  perception  would,  in  turn, 
raise  the  cost  of  capital  for  all  new  health  care  financings.   For  outstanding  bonds,  those 
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hurt  most  would  be  bondholders,  whose  investments  would  suffer  a  significant  decline  in 
value  as  a  result. 

Uncertainty  regarding  the  tax  status  of  non-profit  providers  could  also  raise  concerns 
regarding  the  tax-exempt  status  of  outstanding  bonds  issued  under  current  community 
benefit  standards.   Overall,  perceived  risks  to  bondholders  —  credit  risk  and  the  risk  that 
outstanding  bonds  could  be  declared  taxable  —  would  increase.    Higher  risks  to 
investors,  even  perceived  risks,  translate  into  higher  financing  costs  for  non-profit 
providers  that  depend  on  access  to  the  tax-exempt  bond  market  to  raise  capital. 

We  recognize  that  conferring  tax-exemption  on  a  health  care  organization  represents  a 
valuable  form  of  assistance  for  which  the  federal  government  foregoes  significant  tax 
revenues,  a  form  of  assistance  that  should  not  be  granted  frivolously.   We  support 
continued  application  of  strict  standards  for  tax-exemption.    However,  we  urge  Congress 
to  weigh  carefully  the  effects  of  any  new,  tighter  standards  against  the  market  disruption 
and  higher  cost  of  capital  which  could  result.   At  the  very  least,  if  Congress  debates 
stricter  community  benefit  standards,  we  urge  you  to  consider  the  interests  of  bond 
holders  and  future  non-profit  issuers  by  protecting  the  tax-exempt  status  of  bonds  issued 
by  501(c)(3)  organizations  under  current  law. 

Tax  Status  of  Healtti  Alliances 

PSA  was  somewhat  disappointed  by  the  prohibition  contained  in  the  President's  health 
care  reform  proposal  on  the  ability  of  regional  health  alliances  and  state  guarantee  funds 
to  issue  tax-exempt  debt  securities.   Under  the  President's  proposal,  regional  health 
alliances  would  be  either  state  agencies  or  non-profit  corporations.   Under  current  law, 
such  entities  generally  can  issue  tax-exempt  obligations  to  finance  capital  investment  or 
cash-flow  shortfalls.   The  tax-exemption  on  state,  local  and  non-profit  debt  is  an 
important  fonn  of  federal  assistance  for  state  and  local  governments  and  non-profit 
institutions,  saving  qualified  issuers  as  much  as  two  to  three  percentage  points  versus 
comparable  taxable  rates.    In  fact,  there  is  no  lower  cost  source  of  capital  available  to 
states  and  localities  than  that  offered  by  the  tax-exempt  bond  market,  including  the 
provision  in  the  Administration's  proposal  to  allow  alliances  to  borrow  directly  from  the 
Treasury.    It  is  troubling  that  governmental  and  non-profit  entities  such  as  the  health 
alliances,  created  explicitly  to  serve  the  public  interest,  would  be  denied  access  to  such 
an  efficient  financing  tool,  especially  given  Treasury  Secretary  Bentsen's  recent  comments 
that  the  volume  of  borrowing  by  the  alliances  would  likely  be  minimal.   We  urge  the 
Subcommittee  to  reconsider  the  tax-exempt  issuing  status  of  health  alliances  as  you 
debate  the  President's  proposal. 

Limitations  on  Borrowing  by  Non-hospital  Health  Care  Facilities 

The  Tax  Code  contains  a  $150  million  limit  on  most  outstanding  tax-exempt  bonds  of 
non-profit  501(c)(3)  organizations.   An  exception  to  the  limit  is  provided  for  debt  used  to 
finance  hospital  facilities.    However,  the  legal  definition  of  "hospital"  is  sufficiently 
narrow  that  many  health  care  facilities,  such  as  outpatient  emergency  care  clinics, 
community  health  centers  and  long-term  care  facilities,  do  not  qualify  for  the  exemption. 
Because  the  Administration's  health  care  reform  proposal  encourages  institutions  to 
broaden  their  non-inpatient  focus  as  a  means  of  containing  costs  and  providing  a 
continuum  of  services  in  a  variety  of  settings,  non-profit  health  care  organizations  will 
become  increasingly  constrained  by  the  cap  when  financing  non-hospital  facilities.  These 
facilities  often  provide  certain  kinds  of  care  more  efficiently  —  and  at  a  lower  per-patient 
cost  —  than  hospitals  but  could  ironically  face  a  higher  financing  costs  due  to  a  definition 
of  "hospital"  which  has  become  somewhat  outmoded  by  health  reform. 

It  is  consistent  with  the  spirit  of  the  Administration's  health  reform  plan  that  care  be 
provided  as  efficiently  as  possible.   We  are  beginning  to  see  consolidations  and  mergers 
of  health  care  organizations  as  a  result  of  health  care  reform.   Such  consolidations  can  be 
potentially  more  complicated  and  costly  as  a  result  of  the  inconsistency  in  definition 
between  hospital  and  non-hospital  facilities.    In  addition,  when  Congress  enacted  the 
$150  million  cap  in  1986,  a  principal  concern  was  tax-exempt  issuance  by  relatively  well- 
endowed  educational  institutions,  not  health  care  facilities  —  thus  the  reason  for  the 
hospital  exemption  from  the  cap.    However,  in  today's  health  care  market,  non-profit 
health  care  providers  are  increasingly  offering  services  at  facilities  such  as  outpatient 
clinics  which  at  one  time  would  never  have  been  offered  outside  the  hospital  setting. 
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The  $150  million  non-hospital  cap  is  a  disincentive  to  providing  care  as  efficiently  as 
possible. 

A  broader  limit,  say,  exempting  from  the  cap  not  just  hospital  bonds  but  bonds  issued  for 
all  health  care  facilities,  would  allow  greater  financial  flexibility  for  501(c)(3)  health  care 
organizations  and  would  be  consistent  with  the  spirit  of  the  original  1986  cap.    H.R.  11, 
passed  by  the  102nd  Congress  in  1992,  contained  a  provision  that  would  have  eliminated 
the  $150  million  cap  altogether  for  all  501(c)(3)  organizations.   H.R.  2022,  a  bill 
introduced  last  year  by  Congressman  Robert  Matsui,  would  accomplish  the  same  goal. 
PSA  strongly  supports  this  effort. 

Demand  for  Tax-exempt  Health  Care  Bonds 

Under  current  law,  commercial  banks  are  encouraged  by  a  provision  in  the  Tax  Code  to 
buy  tax-exempt  securities  issued  by  small  issuers  that  sell  $10  million  or  less  of  bonds 
annually,  known  as  "bank-qualified"  bonds.  Banks  generally  limit  their  purchases  of  tax- 
exempt  bonds  to  bank-qualified  bonds  only.  The  increased  market  demand  associated 
with  bank  purchases  of  qualified  municipal  bonds  lowers  the  cost  of  financing  for  small 
issuers  by  as  much  as  25  basis  points  below  what  they  would  otherwise  face  and  makes 
it  easier  for  them  to  market  their  debt. 

Many  health  care  organizations  do  not  issue  bonds  directly,  but  borrow  through  financing 
authorities  that  issue  bonds  on  behalf  of  many  organizations  in  their  jurisdictions.   Even 
though  a  small  hospital  might  otherwise  qualify  for  the  small-issuer  provision  and  sell  its 
bonds  to  commercial  banks  —  because  they  issue  $10  million  or  less  annually  —  that 
opportunity  is  lost  because  the  hospital  borrows  through  an  authority  that  issues  bonds 
for  many  organizations  and  the  annual  issuance  for  which  exceeds  the  $10  million  limit. 
To  permit  all  qualified  small  health  care  providers  to  sell  bonds  to  commercial  banks  and 
thus  benefit  from  lower  financing  costs,  PSA  urges  that  the  $10  million  limit  be  applied  at 
the  level  of  the  borrower,  rather  than  the  issuer. 

PSA  feels  strongly  that  responsibly  crafted  health  care  reform  would  benefit  public  and 
non-profit  health  care  providers  and  would  strengthen  the  nation's  health  care  system 
overall.   We  look  forward  to  working  with  this  Subcommittee  and  the  full  Ways  and 
Means  Committee  as  the  debate  over  health  care  reform  proceeds.   Thank  you  for  the 
opportunity  to  testify.   I  would  be  happy  to  entertain  any  questions. 
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Mr.  HOAGLAND.  Mr.  Jacobs. 

Mr.  Jacobs.  Mr.  Pyles,  you  have  answered  several  arguments 
made  by  opponents  to  the  administration's  proposal.  There  is  one 
I  didn't  quite  catch,  staff  didn't  either,  and  that  is  the  argument 
that  those  using  independent  contractors  would  find  their  costs 
sharply  increased  as  a  consequence  of  enactment  of  the  President's 
proposal  as  it  stands  with  regard  to  this.  Can  you  respond  to  that? 

Mr.  Pyles.  Let  me  just  make  sure  I  understand.  It  is  your  under- 
standing that  one  concern  was  that  those  using  independent  con- 
tractors would  have  their  costs  sharply  increased  by  the  President's 
bill? 

I  don't  know  how  anyone  could  make  that  statement  since  we 
don't 

Mr.  Jacobs.  They  could  with  the  panel  just  preceding  you. 

Mr.  Pyles.  I  don't  know  how  you  would  make  that  statement 
with  any  justification  or  support,  because  the  President's  bill  sim- 
ply authorizes  the  IRS  to  engage  in  a  rulemaking  process,  fully 
consulting  the  public,  after  applying  its  own  expertise,  then  get- 
tine — ^issuing  proposed  rules,  having  the  public  comment  where  it 
will  hear,  I  would  think,  the  IRS  would  hear  many  of  the  same 
comments  we  heard  today,  and  you  will  have  the  IRS  taking  all 
those  comments  into  account,  issuing  final  rules,  and  we  have 
heard  the  intent  from,  as  stated  by  the  Secretary  of  the  Treasury 
and  by  the — I  believe  the  Deputy  Assistant  Secretary,  that  the  in- 
tent is  to  get  after  and  take  care  of  those  who  are  intentionally 
misclassifying,  not  those  who  are  legitimate  independent  contrac- 
tors. 

So  if  that  is  the  intent,  surely  that  can  be  reflected  in  the  legisla- 
tive history,  to  which  the  agency  would  be  held  accountable,  both 
now  and  in  the  future,  10  years  fi*om  now,  in  fact.  And  you  are 
going  to  have  the  oversight  by  Congress,  presumably  this  sub- 
committee, when  the  final  rules  are  issued. 

So  I  don't  see  how  one  can  make  the  statement  with  any  support 
right  now  that  the  IRS^that  the  President's  bill  is  going  to  result 
in  higher  costs.  I  can  tell  you  what  will  happen,  though,  is  that 
those  of  us,  those  of  the  companies  that  comply  with  the  law  per- 
haps will  not  have  as  much  of  the  burden  shifted  onto  them  as  now 
happens  with  unemployment  compensation  and  with  other  laws,  if 
we  can  keep  those  from  misclassifying  who  are  now  out  there 
misclassifying.  Because  it  is  becoming  an  epidemic  problem  in  this 
country,  and  as  I  said  in  my  testimony,  it  is  one  that  doesn't  re- 
verse. It  is  a  rapidly  growing  and  increasingly  growing  abuse  of  the 
tax  laws. 

Mr.  Jacobs.  You  speak  of  legislative  history  which  leads  us  back 
to  legislative,  both  debate  and  language.  Does  any  sharpening  of 
the  legislative  language  or  statutory  language  come  to  your  mind 
to  relieve  these  apprehensions? 

Mr.  Pyles.  Well,  I  would  suggest — I  think  that  is  an  excellent 
point  and  it  gets  to  a  more  general  point  which  I  would  like  to 
make,  and  that  is,  I  would  think  the  last  thing  this  committee 
would  want  to  do  is  try  to  define  employee  by  statute,  because  no 
matter  how  you  define  it,  you  are  going  to  have  some  group,  and 
a  big  group,  coming  in  here  urging  you  to  repeal  it  as  soon  as  it 
is  enacted. 
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So  I  would  suggest  the  best  approach  is  give — ^listen  to  those  who 
are  concerned  about  what  the  IRS  may  do,  and  I  can  only  refer  to 
it  for  what  it  is,  hysteria  as  to  what  the  IRS  might  do. 

But  listen  to  what  their  concerns  are,  put  that  guidance,  per- 
haps, into  the  legislative  history,  maybe  put  some,  some  general 
parameters  into  the  statute,  but  I  would  urge  you,  let  the  IRS  use 
its  expertise.  Let  the  public  comment  on  a  proposed  rule,  and  then 
see,  when  IRS  or  Treasury  reports  to  you,  then  see  what  they  have 
developed  and  then  decide  what  you  want  to  do. 

Mr.  Jacobs.  Well,  to  say  what  President  Nixon  might  have  said, 
I  am  glad  you  gave  that  answer  because  that  leads  me  to  my  ques- 
tion of  Mr,  Kies,  and  that  is,  with  regard  to  employees,  marketers 
and  the  resort  industry,  do  you  think  that  maybe  your  testimony 
might  direct  us  toward  Congress'  engaging  in  too  much  specificity 
in  determining  complicated  fact  situations  with  regard  to  who  is  an 
employee? 

Mr.  KiES,  Well,  Mr,  Jacobs,  let  me  just  comment  just  1  second 
on  your  first  question,  because  I  think  I  know  the  answer  to  why 
people  do  think  that  this  could  lead  to  a  higher  cost,  and  it  is  the 
following,  and  that  is  that  the  premium  provisions  of  the  Health 
Security  Act  have  special  rules  for  small  business,  and  to  the  ex- 
tent that  you  had  like  a  logger,  who  is  a  small  businessperson  and 
is  legitimately  classified  as  such,  that  premium  might  be  smaller 
than  if  that  person  was  considered  to  be  an  employee  of  a  pulpmill 
which  would  not  qualify  for  a  small  business  exception.  I  think  that 
is  where  there  is  a  concern  about  impact  on  cost. 

I  think  otherwise,  the  tax  burden  on  an  independent  contractor 
versus  an  employee  is  actually  in  parity  today  as  a  result  of  the 
1983  Social  Security  Act  amendments  which  were  specifically  in- 
tended to  eliminate  the  difference  in  treatment  between  an  "em- 
ployee" and  an  "independent  contractor,"  and  the  concern  that  I 
think  exists  out  in  the  worker  community  is  based  on  a  lot  of  IRS 
experience  with  the  Internal  Revenue  Service. 

In  fact,  the  Government  Operations  Committee  in  the  summer  of 
1993  had  a  hearing  at  which  one  witness  after  another  came  for- 
ward who  had  been  put  out  of  business,  bankrupt,  because  of  IRS 
audits,  and  in  some  cases,  it  was  situations  where  they  ultimately 
won  their  case  in  the  courts,  and  in  fact  the  IRS  position  was 
viewed  as  so  unreasonable  that  they  were  awarded  attorneys'  fees. 
The  IRS  had  to  pay  the  attorneys'  fees  of  taxpayers  involved. 

So  there  is  a  lot  of  historv  here  that  does  cause  people  to  be 
maybe  a  little  bit  emotional  about  it. 

In  terms  of  your  specificity  question,  the  Congress  has  acted  to 
deal  specifically  with  licensed  real  estate  agents  and  the  Health  Se- 
curity Act  would  propose  to  not  change  those  rules. 

So  our  industry  has  to  at  least  view  the  situation  against  that 
proposal,  that  is,  to  leave  section  3508  in  place,  and  we  have  got 
workers  who  look  very  similar,  some  of  whom  fit  within  3508  and 
some  of  them  don't,  so' that  raises  a  competitive  concern,  because 
we  don't  want  to  have  to  have  people  that  are  doing  reasonably 
comparable  things  treated  differently.  It  creates  confusion.  It 
makes  it  difficult  for  taxpayers  to  know  how  to  comply.  And  I 
might  say,  I  think  most  people  in  our  industry,  and  I  think  this  is 
true  of  many,  not  to  say  there  aren't  abuses,  but  in  most  industries 
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today,  they  are  trying  to  make  sure  they  get  1099s  issued  to  inde- 
pendent contractors  and  to  get  people  to  comply. 

Mr.  Jacobs.  Well,  I  think  we  are  always  trying  to  navigate  be- 
tween some  corruptness  in  the  contractor  area  Uiat  should  have 
been  resolved  to  everybody's  satisfaction  a  long  time  ago. 

Thank  you,  Mr.  Kies,  Mr.  Pyles. 

Thank  you,  Mr.  Chairman. 

Mr.  HoAGLAND.  Thank  you,  Mr.  Jacobs. 

Mr.  Pentilla,  with  respect  to  your  testimony  concerning  the  tax- 
exempt  bond  issue,  about  the  only  provision — I  am  told  the  only 
provision  in  the  President's  proposal  that  would  permit  clients  from 
issuing  tax-exempt  bonds — ^what  are  your  views  of  that  proposal? 

Ms.  Nelson.  If  I  may,  Mr.  Hoagland,  that  is  true,  that  there — 
but  the  fact  is,  is  that  we  know  that  there  will  be  a  tax  title  in 
health  reform,  and  our  only  point  is  that  given  a  likely  vehicle  and 
given  the  sound  tax  policies  that  exist  apart  from  health  reform  to 
correct  some  of  the  problems  we  identified,  and  even  particularly 
we  have  identified  problems  that,  if  not  fixed,  could  actually  work 
at  cross-purposes  with  health  care  reform,  and  the  cap  example  is 
a  very  good  example. 

We  are  encouraging  hospitals  to  retool,  to  do  all  these  innovative 
things,  and  then  we  are  telling  them,  you  are  only  going  to  be  able 
to  issue  bonds  without  limits  to  get  the  lowest  cost  of  capital  if  you 
are  in  a  hospital,  the  thing  that  we  are  trying  to  move  away  from. 
That  is  our  only  point,  that  this  is  a  good  vehicle  and  indeed  you 
should  look  at  these  things  and  consider  fixing  them  in  this  con- 
text. 

Mr.  Hoagland.  And  it  is  a  real  problem  where  two  institutions 
merge;  isn't  it? 

Ms.  Nelson.  Yes,  and  in  particular  the  example  mentioned  ear- 
lier, and  we  have  seen  it  happen  very  recently,  is  a  case  where  if 
you  stand  alone,  which  is  the  current  health  care  delivery  model, 
you  each  have  a  $150  million  limit.  If  you  merge,  all  of  a  sudden 
you  have  a  single  limit.  That  simply  doesn't  make  sense.  It  is  going 
to — it  serves  as  a  disincentive  to  merge  and  consolidate  and 
produce  all  of  those  efficiencies. 

Mr.  Hoagland.  And  the  bonds  might  be  taxable  retroactively 
under  those  circumstances? 

Ms.  Nelson.  That  is  the  other  horrible  thing  that  happens. 
Thank  you,  Mr.  Hoagland,  for  pointing  that  out. 

Mr.  Hoagland.  We  are  always  looking  for  revenue.  You  know, 
your  comments  are  very  thoughtful  and  I  know  staff  has  indicated 
to  us  that  they  appreciate  your  bringing  them  to  our  attention  and 
we  will  keep  those  in  mind. 

I  have  been  approached  by  the  private  universities  who  would 
like  some  relief.  I  am  told  that  public  universities  can  issue  bonds 
at  more  than  $150  million  and  private  universities  suffer  under  the 
cap,  but  you  are  not  asking  the  cap  be  raised? 

Ms.  Nelson.  I  will  tell  you,  as  Mr.  Claibom  mentioned,  Congress 
has  actually  passed  a  bill  that  would  have  eliminated  the  cap,  and 
so  that  there  seems  to  be  a  consensus  in  the  Congress  that,  yes, 
that  should  happen,  but — and  this  may  not  be  the  vehicle  for  doing 
that  entirely,  although  I  think  that  proponents  of  eliminating  the 
cap  entirely  should  take  account  of  the  fact  that  if  they  take  care 
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of  this  problem  that  is  germane  to  health  care,  that  will  make  their 
problem  that  much  less  expensive  to  fix. 

Mr.  HoAGLAND.  What  was  the  price  tag  of  that  bill  that  would 
have  removed  the  cap? 

Anyone  in  the  room? 

Ms.  Nelson.  About  $100  million. 

Mr.  HoAGLAND.  About  $100  million.  And  that  would  take  them 
out  completely  for 

Ms.  Nelson.  Over  5  years,  yes,  that  would  take  out  everyone. 

Mr.  HoAGLAND.  And  who  is  included  in  the  cap  besides  private 
universities  and 

Ms.  Nelson.  501(c)(3)  charities  would  be  part  of  that  as  health 
care. 

Mr.  HoAGLAND.  Across  the  board,  OK 

Now,  your  testimony  indicated  that  because  this  would  be  scored 
as  losing  revenue,  you  had  some  ideas  of  limitations  that  might  be 
adopted. 

Ms.  Nelson.  Well,  we  had — not  on  that  particular  proposal.  On 
that  particular  proposal,  the  limitation  to  health  care  facilities  it- 
self would  be  less — should  mean  that  the  revenue  lost  is  less  than 
it  would  be  if  you  simply  got  rid  of  the  cap,  but  perhaps  Roy  would 
like  to  talk  about  the  issue  of  advanced  refundings,  whether  one 
additional  advanced  refunding  should  be  allowed  for  purposes  of  fa- 
cilitating a  merger  or  consolidation.  On  that  proposal  we  have  par- 
ticular ideas. 

Mr.  Pentilla.  That  is  right.  We  are  looking  at  the  idea  that  if 
you  have  this  merger  occur  or  about  to  occur  and  you  have  got 
these  old  covenants  that  you  want  to  eliminate,  it  would  be  nice  to 
be  able  to  do  one  additional  advanced  refimding.  And  so  we  are 
saying  that  where  there  is  a  true  merger,  not  a  creation  of  some 
entity  that  you  are  going  to  upstream  into,  but  a  situation  where 
real  hospital  "A"  and  real  hospital  "B"  are  trying  to  get  together, 
that  is  what  we — we  are  saying  they  should  have  one  more  in  that 
instance. 

Ms.  Nelson.  I  will  tell  you  that  the  easiest  way  to  avoid  the  rev- 
enue problem,  of  course,  is  for  Treasury  to  step  up  to  the  plate  and 
issue  some  guidance  that  would  define  the  term  "original  bond," 
which  is  referred  to  in  the  statute  but  nowhere  defined.  That  term 
is  capable  of  being  defined  in  a  way  that  would  allow  one  more  ad- 
vanced refimding  without  the  necessity  of  scoring  for  congressional 
budget  purposes. 

Mr.  HoAGLAND.  OK,  well,  thank  you  for  your  testimony. 

Mr.  Claibom,  I  do  have  a  couple  questions  here  for  you. 

In  your  testimony,  you  indicated  your  disappointment  that  the 
administration  proposal  would  prohibit  the  health  alliances  from 
issuing  a  tax-exempt  security. 

Now,  yesterday  Treasury  testified  that  it  would  be  inappropriate 
to  use  the  Federal  subsidy  for  the  benefit  of  individual  members  of 
those  alliances.  Instead,  Treasuiy  stated  that  where  appropriate, 
the  plan  provides  for  direct  subsidies  to  individuals  in  need  of  as- 
sistance. Would  you  care  to  comment  on  this  aspect  of  Treasury's 
testimony? 

Mr.  Claiborn.  I  don't  know  that  I  can  comment  on  that  per  se, 
because  I  don't  know  the  whole  context  of  that  comment.  But  I  will 
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say  this,  that  for  a  lot  of  these  entities,  tax  exemption  provides  sev- 
eral things. 

One,  it  provides  lower  cost  of  funding,  but  it  also  provides  access 
to  capital  for  a  lot  of  entities  that  would  have  a  very  difficult  time 
raising  capital  in  the  taxable  markets.  I  am  a  Ph.D.  in  finance  and 
all  that,  and  I  can't  really  explain  that  phenomenon  in  theory,  ex- 
cept I  can  tell  you  that  there  are  a  lot  of  projects  that  can  achieve 
funding  in  the  tax-exempt  markets  that  would  never  find  it  in  con- 
ventional markets,  and  these  health  alliances  are  going  to  be  new 
entities,  untried  in  experience.  They  are  going  to  be  public  entities, 
and  I  truly  believe  that  the  tax-exempt  marketplace  will  fund 
them,  at  least  if  they  are  well  thought  out.  But  it  is  going  to  be 
very  difficult  for  them  to  get  funding  at  all  in  the  conventional 
marketplace,  I  believe. 

Mr.  HOAGLAND,  I  think  those  are  good  arguments. 

Let  me  quote  you  another  piece  of  Treasuiys  testimony  yester- 
day. "Allowing  alliances  to  use  tax-exempt  financing  would  result 
in  a  significant  revenue  loss  to  the  Federal  Government  and  an  in- 
crease in  the  interest  rates  that  State  and  local  governments  are 
required  to  pay  to  finance  their  traditional  activities." 

How  would  you  propose  to  offset  the  revenue  loss? 

Mr.  Claiborn.  Let  me  say  this.  I  think  the  latter  point  is  not  a 
well  thought  out  statement,  because  the  amount  of  debt  that  these 
health  alliances  could  issue  are  in  no  way  going  to  affect  what  is 
a  several-hundred-billion-dollar  market.  It  is  not  going  to  be 
enough  volume  to  change  the  overall  level  of  interest  rates. 

In  regard  to  the  first  point,  I  guess  I  would  point  out  that  the 
government  is  the  primary  purchaser  of  health  care  and  the  pri- 
mary beneficiary  of  the  lower  cost  of  funding  that  the  health  alli- 
ances would  achieve.  So  I  think  if  you  look  at  the  whole  system, 
you  will  find  that  to  the  extent  there  is  a  revenue  loss,  it  is  fairly 
small. 

Mr.  HoAGLAND.  So  you  just  don't  think  Treasury's  view  that  al- 
lowing them  to  issue  tax-exempt  bonds  would  affect  the  market  or 
drive  up  their  rates  or  anything  of  that  sort? 

Mr.  Claiborn.  No,  sir.  You  are  looking  at  a  half  a  percent  in- 
crease in  the  overall  volume  and  that  just  is  not  going  to  change 
rates. 

Mr.  HOAGLAND.  OK,  thank  you  very  much. 

Are  there  any  additional  questions? 

All  right. 

Well,  seeing  none,  gentlemen  and  Ms.  Nelson,  thank  you  very 
much  for  coming.  We  appreciate  your  coming. 

Those  of  you  who  traveled  out  of  town,  we  appreciate  your  com- 
ing here.  You  have  presented  very  thoughtful  testimony. 

And  with  that,  the  hearing  is  adjourned. 

[Whereupon,  at  2:22  p.m.,  the  hearing  was  adjourned.! 

[Submissions  for  the  record  follow:] 
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TESTIMONY  B.J.  PETERSON,  CID,  FASID 
AMERICAN  SOCIETY  OF  INTERIOR  DESIGNERS  (ASID) 

Chairman  Charles  Rangel 
Select  Revenue  Subcommittee 
re.  Independent  Contractors 

On  behalf  of  the  30,000  members  of  the  American  Society  of 
Interior  Designers  (ASID) ,  I  am  pleased  to  have  the  opportunity 
to  submit  a  written  statement  for  the  record  to  the  Select 
Revenue  Subcommittee,  Committee  on  Ways  and  Means,  regarding  the 
provisions  within  the  Administration's  Health  Security  Act 
related  to  independent  contractors.   ASID  would  like  to  thank 
Chairman  Rangel  for  holding  hearings  to  provide  a  forum  for 
discussion  on  this  important  issue. 

As  National  President  of  the  American  Society  of  Interior 
Designers  (ASID)  and  owner/principal  of  BJ  Interior  Design,  Los 
Angeles,  California,  I  am  keenly  aware  of  the  effect  of  the 
status  of  independent  contractors  on  the  entire  design- build 
industry,  including  interior  designers.   Small  businesses  and 
entrepreneurial  firms,  which  make  up  the  work  environment  of  many 
interior  designers,  will  be  particularly  affected  by  the 
implications  of  Subtitle  C,  Sections  7301  and  7303  of  this  Act. 

ASID's  membership  includes  interior  design  practitioners,  as  well 
as  manufacturers  and  suppliers  of  products  which  interior 
designers  specify.   As  the  largest  interior  design  organization, 
ASID  represents  a  broad  cross  section  of  the  design  industry, 
including  contract  and  residential  designers,  self-employed 
individuals,  and  large  and  small  businesses. 

As  one  of  more  than  55  member  organizations  of  the  Independent 
Contractor  Coalition,  ASID,  and  the  members  it  serves,  are  aware 
that  we  are  not  alone  in  our  opposition  to  these  provisions. 
Many  of  our  partners  in  the  coalition  represent  trades  and 
industries  which  provide  services  as,  independent  contractors  on 
design  projects. 

For  small  firms  whose  businesses  rise  and  fall  depending  on  the 
number  and  size  of  projects  at  any  given  time,  hiring  and 
retaining  employees  is  always  a  complicated  venture.   But  in 
these  economic  times  in  particular,  interior  design  firms  need 
the  flexibility  that  independent  contractors  provide  for  short- 
term  and  specialty  projects  not  appropriate  for  employees. 

Nine  years  ago,  I  left  a  large  design  firm  with  a  great  support 
staff  to  open  my  own  design  practice.   Initially,  I  had  a  staff 
of  one.  .  .me.   I  leased  space  in  another  designer's  office.   I 
subcontracted  drafting,  clerical,  accounting,  and  many  other 
needed  support  skills.   I  found  many  entrepreneurial  people  happy 
to  accept  work  as  I  needed  them.   They  were  not  looking  for  a 
full-time  position,  nor  the  benefits  I  could  provide.   For 
various  reasons,  they  wanted  to  have  their  own  schedules  and  to 
be  their  own  boss,  just  like  myself. 

As  my  design  practice  increased,  I  bought  my  own  building  and 
opened  a  showroom  for  other  designers- -the  Wallace  Collection. 
At  that  point,  I  needed  to  have  full-time  employees.   My 
commitments  necessitated  support  staff  that  worked  on  my  schedule 
and  made  my  work  their  first  priority. 

However,  I  still  use  subcontractors,  because  of  fluctuations  in 
projects  and  for  specialized  needs,  such  as  watercolor  renderings 
of  interior  elevations,  and  shop  drawings  for  custom  cabinetry. 
I  do  not  hire  subcontractors  in  the  building  trades,  because  in 
California,  I  cannot  do  so  without  a  contractor's  license. 

It  is  very  difficult  for  the  small  business  owner  to  make  a 
profit.   The  loss  of  ability  to  hire  independent  subcontractors 
would  make  it  practically  impossible  to  maintain  any  sort  of 
profitability. 
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We  are  not  suggesting  that  guidelines  are  not  needed.   Small 
interior  design  firms  who  have  faced  an  IRS  audit  with  regard  to 
independent  contractors  can  attest  to  the  need  for  more  clarity. 
The  principal  in  one  firm  reported  that  the  auditor  indicated  he 
used  published  as  well  as  internal  guidelines  in  making  his 
decision.   While  her  firm's  classification  of  independent 
contractors  passed  scrutiny,  others  have  not  been  so  lucky.   And 
if  Congress  passes  Sections  7301  and  7303,  more  interior  design 
firms  and  other  small  businesses  are  likely  to  suffer.   The 
Internal  Revenue  Service  (IRS)  has  an  obvious  economic  incentive 
to  reclassify. 

As  the  Subcommittee  is  well  aware,  the  statutory  prohibition 
against  unilateral  classification  rules  written  by  the  IRS,  which 
this  legislation  seeks  to  undo,  has  a  history  dating  back  to  the 
Revenue  Act  of  1978.   We  urge  Congress  not  to  overturn  this 
prohibition. 

ASID  believes  that  legislation  which  clarifies  the  independent 
contractor  classification,  fairly  written,  with  input  from  all 
parties  involved,  would  go  a  long  way  toward  making  certain  that 
the  independent  contractor  status  is  not  aibused. 

However,  we  believe  that  Sections  7301  and  7303  does  not  provide 
the  proper  remedy  to  classification  problems  and  that  the  Health 
Security  Act  is  not  the  proper  vehicle  for  this  issue.   We 
believe  that  health  care  reform  goals  can  be  met  without 
reclassifying  independent  contractors. 

Instead,  we  would  ask  that  Sections  7301  and  7303  be  stripped 
from  the  bill  and  that  the  concerns  of  small  businesses  and  the 
design-build  industry  be  represented  in  discussions  with  Congress 
to  draft  separate  legislation  on  the  classification  of 
independent  contractors . 
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TESTIMONY  OF  WILLIAM  B.  SPENCER 
ASSOCL\TED  BUILDERS  AND  CONTRACTORS,  INC 

On  behalf  of  the  16,000  member  construction  contractors,  subcontractors  and  suppliers 
Associated  Builders  and  Contractors  (ABC)  represents,  I  thank  you  for  granting  the  opportunity  to 
submit  a  statement  for  the  record  on  the  independent  contractor  issue  in  the  Health  Security  Act, 
H.R.  3600. 

ABC  is  a  representative  of  small  business,  a  sector  of  the  economy  that  has  already  received 
a  great  deal  of  attention  in  the  current  health  care  debate  As  the  committee  has  heard  many  times, 
small  business  has  been  hit  particularly  hard  by  rising  health  care  costs.  Although  ABC  supports  the 
basic  tenets  of  the  President's  proposal  -  -  security,  simplicity,  savings,  choice,  quality  and  cost- 
sharing,  we  are  troubled  by  some  of  the  methods  used  to  reach  these  goals 

As  the  esteemed  members  of  the  subcommittee  know,  the  Internal  Revenue  Service  has 
stepped  up  its  worker-classification  enforcement  efforts  in  the  past  few  years  because  it  estimates 
misclassified  workers  cost  the  federal  treasury  over  a  billion  dollars  annually.  There  has  even  been 
considerable  activity  at  the  state  level  because  of  losses  to  state  treasuries  or  workers'  compensation 
programs  from  misclassification  of  workers. 

ABC  is  committed  to  upholding  proper  business  practices  and  commends  you  for  holding  this 
hearing  on  employee  definition  which  includes  the  independent  contractor  classification  issue.  We 
are  particularly  concerned  about  this  subject  since  the  construction  industry  has  been  targeted  by  the 
IRS.  The  IRS  has  singled  out  construction  because  its  research  reveals  patterns  of  noncompliance 
in  this  area  The  industry,  as  a  whole,  faces  a  unique  problem  due  to  its  high  number  of  transient  and 
seasonal  workers 

ABC  has  heard  loudly  and  clearly  fi-om  some  of  our  members  harmed  by  independent 
contractor  abuse  In  construction,  wrongful  classification  of  employees  can  result  in  an  unfair 
competitive  edge.  Those  contractors  who  follow  "proper"  guidelines  and  pay  federal  and  state 
payroll  taxes,  workmen's  compensation,  plus  health  insurance  and  pension  contributions  for  their 
employees,  can  not  compete  with  companies  that  unfairly  use  the  independent  contractor  labor  rates 
in  the  bidding  process.  This  is  certainly  a  clear  example  of  "the  consequences  following  from  the 
'misclassification'  of  workers." 

ABC  believes,  however,  that  it  is  incorrect  to  assume  that  all  independent  contractors  are 
"misclassified."  In  the  small  business  world,  independent  contractors  are  often  the  perfect 
answer  to  providing  special  skills  and  know-how  needed  for  short  term  projects  Because  of  the 
cyclical  nature  of  the  construction  industry,  many  in  the  business  could  not  afford  to  keep  certain 
specialized  trade  craftsmen  as  "employees"  The  flexibility  an  independent  contractor  provides 
to  a  small,  fledgling  operation  creates  numerous  advantages  for  all  parties  involved.  This 
arrangement  allows  the  independent  contractor  to  have  the  freedom  to  choose  his  or  her  work 
schedule,  a  small  business  owner  the  flexibility  to  adjust  staff  demands  with  business  activity,  and 
the  consumer  the  opportunity  to  benefit  fi-om  a  reasonably  priced,  quality  product  Forcing  all 
or  some  individuals  to  be  reclassified  as  employees  would  have  serious  negative  effects  on  the 
small  business  community. 

Under  the  current  IRS  practice  of  using  20  common  law  factors  to  determine  an 
employee  classification  there  is  a  lot  of  room  for  guesswork.  The  vague  guidelines  and  their 
inconsistent  application  leaves  much  to  be  desired.  If  Congress  or  the  IRS  is  serious  about 
cracking  down  on  abuse,  perhaps  the  time  has  come  to  acknowledge  the  validity  of  independent 
contractors  in  the  workplace,  provide  a  workable  definition  and  set  of  rules  for  both  independent 
contractors  and  employees  and  enforce  them  across  the  board 

ABC  is  concerned  about  provisions  of  the  Administration's  Health  Security  Act  proposal 
that  revise  current  income  and  employment  tax  provisions  relating  to  the  classification  of 
individuals  as  employees  or  independent  contractors  In  general,  these  provisions  grant  the  IRS 
more  power  than  Congress,  make  a  regulation  more  powerful  than  legislation,  and  give  the  IRS 
extraordinary  authority  to  not  only  define  an  "employee"  or  "independent  contractor"  for  health 
care  purposes  but  also  for  employment  purposes  and  income  taxes  Specifically,  the  package 
repeals  current  law  that  prohibits  Treasury  fi-om  issuing  regulations  on  the  classification  of 
"employees."  Also,  it  requires  Treasury  to  issue  regulations  to  determine  whether  an  individual 
is  classified  as  an  employee  for  employment  and  income  tax  purposes  The  proposal  states  that 
Treasury  regulations  on  the  classification  of  "employees"  will  override  current  statutes  and  rules 
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and  rules  on  the  classification  of  employees  Also,  under  section  530,  current  safe  harbor 
provisions  would  be  repealed  and  replaced  with  less  favorable  ones  The  new  safe  harbor  rules 
make  it  more  difficuh  for  employers  to  rely  on  "prior  IRS  audit"  and  "long-standing  industry 
practice"  safe  harbors  to  classify  individuals  as  independent  contractors 

ABC  has  submitted  testimony  to  the  House  Ways  and  Means  Committee  numerous  times 
on  the  independent  contractor  issue  and  the  need  for  reform  of  the  common  law  test  that 
determines  worker  classification  We  believe  the  sweeping  changes  embodied  in  the  Chnton 
health  care  plan  gives  the  IRS  far  too  much  power,  that  this  is  an  inappropriate  place  to  address 
this  complicated  issue,  and  their  inclusion  sets  a  dangerous  precedent  that  needs  to  be  curbed. 

On  behalf  of  Associated  Builders  and  Contractors,  we  greatly  appreciate  the  opportunity 
to  ofiFer  our  views  on  the  classification  of  workers  as  independent  contractors  under  the  Health 
Security  Act  As  health  care  reform  issues  are  addressed  by  your  subcommittee  and  the  full 
committee,  ABC  looks  forward  to  working  together  with  you  and  your  staff  regarding  the 
concerns  of  the  construction  industry  and  small  business. 
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NA  TIONAL  HEADQUAftTeRS 

31  OS.  MICHIGAN  A  VENUE.  CHIC  A  GO.  ILUNOIS  60604 

13 12134 1- 1900/(8001346-2277 /FAX(3 121341-0157 


November  10,   1993 


Ms.  Janet  Mays 

U.S.  House  of  Representatives 

1102  Longworth  House  Office  Building 

Washington,  DC  20515 

Dear  Ms.  Mays: 

The  issue  of  the  classification  of  enplcyees  versus  independent  con- 
tractors has  been  pushed  to  the  forefront  as  part  of  the  legislation  of 
the  President's  Health  Security  Act.  This  issue  must  be  resolved, 
since  the  status  of  enployees  versus  independent  contractors  will  be  a 
very  important  factor  in  the  ability  of  many  snnall  businesses  to  pay 
for  the  proposed  medical  health  coverage  when  conpetitors  intentionally 
misclassify  their  workers  as  independent  contractors  in  order  to  obtain 
a  competitive  advantage. 

The  firms,  such  as  ours,  v*iich  have  classified  workers  as  erployees, 
will  be  at  a  financial  disadvantage  if  this  issue  is  not  resolved. 
There  must  be  an  even  playing  field  where  all  vrorkers  are  classified  as 
employees  in  order  for  the  financial  burden  of  the  President's  Health 
Security  Act  to  be  equally  spread  among  all  enployers.  Even  thouc^  our 
industry  is  relatively  small,  only  our  ccnpany  and  another  major  com- 
petitor have  classified  their  workers,  »*io  are  professional  drivers,  as 
erployees.  The  rest  of  the  competition  have  classified  their  drivers 
as  independent  contractors.  This  has  placed  us  at  a  major  disadvan- 
tage, since  we  are  paying  Social  Security  Taxes,  Federal  &  State  Unem- 
ployment, and  Workers'  Ccnpensation  on  the  payroll  of  these  individ- 
uals. If  our  firm  also  has  to  pay  for  medical  insurance  under  the 
President's  Health  Care  Security  Act,  this  additional  expense  will 
widen  the  gap  between  our  costs  and  our  caipetitors'  expense  and  could 
be  disastrous  for  the  firms  <*io  have  properly  classified  their  em- 
ployees. 

The  conpanies  who  have  classified  WDrkers  as  enployees  will  be  penal- 
ized and  you  will  be  left  with  only  the  firms  who  have  illegally  clas- 
sified their  workers  as  independent  contractors.  Thus,  the  ccrpanies 
that  have  paid  Social  Security  Taxes  and  Federal  &  State  Unenployment 
Taxes,  will  be  out  of  business  and  the  Federal  Government  will  have 
lost  this  revenue  from  the  firms  »*io  have  historically  operated 
according  to  the  law. 


Again,  the  playing  field  must  be  leveled  in  ordered  that  all  firms  have 
the  same  financial  responsibility  to  collect  payroll  taxes.  And,  if 
enacted  into  law,  remit  premiuns  for  medical  insurance  to  the  Federal 
Government.  I  support  Subtitle  C,  which  allows  the  Secretary  of  the 
Treasury  to  justly  administer  the  law  to  all  enployers. 

Sincerely, 


Brandon  A.   Sctil 

President 

Auto  Driveaway  Co. 


BAS/sjo 
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TESTIMONY  OF  HON.  JAMES  D.  SANTINI,  CHAfRMAN 
BUSINESS  COALITION  FOR  FAIR  COMPETITION 

Introduction 

This  statement  is  presented  on  behalf  of  the  Business  Coalition  for 
Fair  Competition  (BCFC),  a  trade  organization  representing  a  broad 
spectrum  of  industries  (membership  list  attached)  concerned  about 
unfair  subsidized  competition  from  non-profit  and  governmental 
entities.  The  BCFC  welcomes  this  hearing  on  the  tax  treatment  of 
health  care  organizations. 


Discussion 

In  the  context  of  tax-exempt  "non-profit"  health  care  providers, 
the  BCFC  views  unfair  competition  as  occurring  when  the  provider 
engages  in  an  ongoing  commercial  business  enterprise  for  the  sale 
of  goods  and  services  to  the  general  public,  in  direct  competition 
with  a  for-profit  fully  taxpaying  competitor.  Thus,  the  BCFC's 
concerns  are  sharpest  when  the  provider  engages  in  activities  to 
provide  consumer  services  or  products,  as  opposed  to  patient  care, 
treatment  and  education,  and  student  education.  The  entities  of 
greatest  concern  are  exempt  hospitals  and  clinics  (including 
university  facilities).  Examples  of  commercial  enterprise  by 
exempt  organizations  include  hearing  aid  sales,  pharmaceutical 
sales,  wellness  centers,  clinical  research  organizations,  linen 
cleaning  services,  and  florist  activities,  among  others.  In  most 
communities  these  services  are  provided  by  for-profit,  taxpaying 
businesses. 

The  BCFC  does  not  believe  that  the  current  "community  benefit" 
standard  for  tax  exemption  is  viable  in  the  context  of  universal 
health  care.  Clearly  in  its  statements,  the  Administration 
recognizes  this  and  appears  to  be  proposing  a  different  mission 
test  for  the  proper  relationship  between  an  exempt  hospital  and  its 
surrounding  community. 

Essentially,  the  BCFC's  concerns  relate  to  a  sub-theme  of  the 
principal  debate  over  mission — the  effect  of  commerciality  on  the 
tax  exemption.  The  tie-in  to  the  general  debate  is  the  substantial 
argument  that  with  universal  coverage,  any  subsidy  should  be 
targeted  and  limited  to  recipients  with  demonstrated  need.  With 
universal  coverage  there  will  be  a  need  for  some  marketplace  and 
some  governmental  subsidies.  Why  a  general  tax  subsidy  for  certain 
providers?  Any  subsidies  should  be  directly  to  a  person  or  a 
community  (where  for  example  there  is  no  provider  currently). 

The  Coalition  understands  the  reasons  for  retaining  a  general 
exemption,  albeit  based  on  a  different  mission  standard,  and 
accepts  this  result  provided  abuse  of  the  exemption  is  not 
tolerated  by  the  IRS  or  Congress.  The  specific  focus  of  the  BCFC's 
concerns  are  with  commercial  business  activities  of  tax-exempts, 
outside  of  appropriate  activities  of  providing  patient  care  and 
student  education. 


Thus,  historically  the  BCFC  has  not  argued  generally  against  the 
availability  of  tax-exempt  bonds  for  hospitals,  or  the  availability 
of  a  deduction  for  a  contributor  to  a  501(c)(3)  organization. 
However,  where  resources  are  misused  for  the  sale  of  goods  and 
services  to  the  general  public  on  an  ongoing  basis  in  direct 
competition  with  a  non-subsidized  business,  the  BCFC  has  long 
argued  there  should  be  no  relief  from  federal  taxation  on  the 
revenues. 

The  BCFC  understands  that  the  Congress  will  have  to  look  at  a 
changing  mission  standard  relating  to  the  community  for  the 
retention  of  tax-exempt  status  for  hospitals.    In  looking  at 
proposals  for  that  standard,  the  BCFC  believes  that  the  Congress 
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should  not  only  consider  the  general  exemption  for  these  entities, 
but  also  the  application  of  the  "unrelated  business  income  tax" 
(UBIT).   Under  the  application  of  current  law,  BCFC  members  have 
found  a  number  of  abuses  in  the  area  of  tax-exempt  health  care 
industry  participants  unfairly  competing  with  for-profit  private 
businesses.   ' 


The  BCFC  does  not  believe  that  the  current  test  requiring  a 
substantial  relationship  of  the  activity  to  the  mission  of  the 
organization  presents  a  sufficiently  narrow  exception  from  taxation 
for  activities  that  certainly  seem  to  be  focused  on  profit-making 
at  no  tax  cost.  Particularly  in  the  case  of  a  broad  mission 
statement  relating  to  charitable  health  care  and  education- - 
whatever  the  standard  for  general  exemption  may  end  up  being--the 
ease  of  tying  in  activities  to  these  terms  is  almost  self-evident. 

Example 

An  example  reflecting  the  concerns  of  BCFC  can  be  seen  in  IRS 
letter  ruling  9329041  (7/93),  where  a  medical  research  and  training 
center's  fitness  center  revenues  escaped  taxation,  as  being 
substantially  related  to  its  exempt  mission.  From  the  facts  stated 
in  the  ruling,  the  center  clearly  provides  many  important 
rehabilitative  and  therapy  services  essential  to  patient  care. 
However,  the  facility  also  is  available  as  a  f itness/wellness 
center  for  the  general  public,  and  the  taxpayer  was  able  to 
convince  the  IRS  that  there  was  a  substantial  relationship  to  the 
entity's  mission.  Notwithstanding  the  community  good  available 
from  such  a  center,  it  is  not  clear  that  a  federal  tax  subsidy  for 
all  these  services,  relating  to  all  users,  is  appropriate.  Even  if 
the  center  does  not  undercut  its  competition  through  lower  fees,  it 
has  an  annual  benefit  from  relief  of  taxation  that  is  an  unfair 
advantage  over  its  competitors  (according  to  the  facts  there  is  at 
least  one  major  competitor).  For  this  large  operation  (some  7,000 
members )  the  cumulative  advantage  would  seem  to  be  very 
substantial.  This  amounts  to  erosion  of  the  tax  base  without  a 
clear  rationale  for  the  entire  amount  subsidized. 


Sximniarv 

The  subsidies  needed  to  make  universal  health  coverage  feasible 
make  this  the  right  time  to  consider  all  levels  of  subsidies  in  the 
current  system  of  taxing  or  not  taxing  the  activities  of  hospitals 
and  other  health  care  providers.  In  summary,  the  BCFC  urges  the 
Subcommittee  to  consider  not  only  the  general  question  of  the 
availability  of  a  tax  exemption  for  hospitals  and  other  health  care 
providers,  but  also  the  question  of  whether  commercial  business 
activities  furnished  to  the  general  public  by  exempt  hospitals 
should  be  taxed  as  the  general  rule,  instead  of  as  the  result  of  an 
exception.  The  BCFC  believes  that  the  consideration  of  this  issue 
will  aid  the  Congress  in  appropriately  constructing  the  subsidies 
available  under  health  care  reform. 


Thank  you  for  this  opportunity  to  comment.  We  look  forward  to 
suggesting  legislative  language  in  the  near  future  as  the  Ways  and 
Means  Committee  moves  forward  on  statutory  provisions  to  implement 
health  care  reform. 


^  See,  among  many  others,  the  statement  of  the  National 
Hearing  Aid  Society  at  page  797,  Unrelated  Business  Income  Tax. 
Hearings  before  the  Subcommittee  on  Oversight  of  the  Committee  on 
Ways  and  Means,  (in  three  parts)  100th  Cong.,  June  26  and  29,  1987. 
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MEMBERS  OF  THE  BUSINESS  COALITION 
FOR  FAIR  COMPETITION 


The  Alamo  n 

Americaii  Association  of  Nurserymen 

American  Bus  Association 

American  Consulting  Engineers  Council 

American  Council  of  Independent  Laboratories 

American  Orthotic  &  Prosthetic  Association 

American  Society  of  Travel  Agents 

American  Veterinary  Medical  Association 

Association  of  Data  Processing  Serrice  Organizations 

Association  of  Indoor  Recreational  Facilities  of  VA 

Association  of  Physical  Fitness  Centers 

Association  of  Telemessaging  Sendees  International 

Brenner  Tours,    Inc. 

Business  &  Associations  for  a  Strong  Economy 

Computing  Technology  Industry  Association 

DuBois  Book  Store,    Ldc 

Enyiranmental  Health  Systems,    Inc. 

Hammond,    Incorporated 

Health  Industry  Distributors  Associations 

Independent  Travel  Agencies  of  America  Association 

International  Communications  Industries  Association 

International  Hearing  Society 

IRSA  -The  Association  of  Quality  Chibs 

The  Museum  Company 

National  Association  of  Chain  Drug  Stores,    Inc. 

National  Association  of  Medical  Equipment  Suppliers 

National  Association  of  Retail  Druggists 

National  Association  of  RY  Parks  and  Campgrounds 

National  Child  Care  Association 

National  Federation  of  Independent  Business 

National  Office  Products  A^ociation 

National  Small  Business  United 

National  Tour  Association 

Professional  Services  Council 

Rand  McNally 

Small  Business  I^egislative  Council 

Specialty  Advertising  Association 

Textile  Rental  Services  Association 

United  Bus  Owners  of  America 

United  States  Chamber  of  Commerce 


474 


STATEMENT  OF  STEVEN  D.  COOPES 
GENERAL  COUNSEL,  ELECTROLUX  CORPORATION 

HOUSE  COMMTITEE  ON  WAYS  AND  MEANS 

SELECT  REVENUE  MEASURES  SUBCOMMITTEE 

HEARING  ON  THE  HEALTH  SECURITY  ACT 


February  9,  1994 


Mr.  Chairman,  my  name  is  Steve  Cooper.   I  am  General  Counsel  for  Electrolux 
which  manufactures  and  sells  vacuum  cleaners,  floor  polishers  and  related  accessories  and 
supplies.   Our  company's  headquarters  are  located  in  Marietta,  Georgia,  and  we  have 
manufacturing  plants  in  Bristol,  VA,  Burlington,  NC  and  Piney  Flats,  TN.   We  also  have 
approximately  400  branch  offices  all  over  the  country.  We  have  been  in  business  in  the 
United  States  since  1924. 

Electrolux  markets  its  products  through  direct  sales  agents.   During  1993,  our  sales 
force  was  comprised  of  over  45,000  independent  contractors  and  2,000  employees,  all  of 
whom  are  compensated  on  a  commission  basis. 

As  I  believe  the  Direct  Selling  Association  has  testified,  commission-based  sales 
programs  have  unique  human  resources  characteristics.   First,  throughout  the  industry,  57% 
of  salespeople  work  less  than  10  hours  per  week  and  only  6%  do  direct  sales  more  than  40 
hours  per  week.   Thus,  for  most  direct  sellers  commissions  are  rarely  their  primary  source  of 
income.   In  fact,  direct  sales  provide  less  than  10%  of  household  income  for  60%  of  the 
salesforce  and  less  than  20%  of  household  income  for  72%  of  the  salesforce;  56%  of  direct 
sellers  have  separate  employment  and  86%  of  married  salespeople  have  employed  spouses. 
Also,  direct  sales  has  an  exceptionally  high  turnover  rate,  exceeding  100%  per  year. 

Electrolux  is  a  member  of  the  Direct  Selling  Association,  and  we  wholeheartedly 
concur  with  their  assessment  of  the  issues  affecting  independent  contractors  in  the  direct  sales 
industry. 

However,  because  many  of  our  sales  agents  are  part-time  employees,  we  have 
additional  concerns  which  have  not  been  addressed  by  DSA.   Our  direct  sales  employees  are 
located  throughout  the  country.   Because  they  are  paid  on  a  commission  basis,  we  have  never 
tracked  the  hours  worked  by  these  individuals,  nor  do  we  have  any  mechanism  to  do  so. 
The  inability  to  keep  track  of  their  hours  has  been  recognized  in  the  Fair  Labor  Standards 
Act's  ("FLSA")  exemption  for  outside  commission  paid  sales  people  from  the  minimum 
wage  and  overtime  provisions  (29  U.S.C.  §  213  (a)(1)  and  29  C.F.R.  §541.5). 

Most  of  our  sales  agents  use  their  Electrolux  relationship  to  supplement  their  income; 
94%  of  our  sales  agents  earned  $5,000  or  less  from  Electrolux.   The  commission-based 
compensation  structure  has  enabled  us  to  maintain  mutually  beneficial  relationships  with  our 
sales  agents,  no  matter  how  much  or  how  little  a  particular  agent  chooses  to  work. 

The  vast  majority  of  our  direct  sales  employees  currently  obtain  health  care  coverage 
through  another  job  or  through  a  spouse.   Given  that  most  of  these  employees  use  their 
Electrolux  relationship  only  to  supplement  other  income,  this  makes  sense.   Electrolux  makes 
health  insurance  available  to  those  direct  sales  employees  who  earn  more  than  $16,000  per 
year,  on  the  theory  that  they  are  working  for  us  on  a  full-time  basis. 

Certain  details  of  the  Health  Security  Act,  (the  "Plan")  concern  us  deeply.   Under  the 
Plan,  employers'  premium  payments  are  based,  in  part,  on  the  number  of  employee  full-time 
equivalents  ("FTEs").   A  part-time  employee  will  be  counted  for  this  purpose  if  he  or  she 
works  between  40  and  120  hours  per  month. 
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The  problem  from  our  perspective  is  that  the  Plan  provides  no  explicit  method  for 
addressing  part-time  workers  who  are  not  employed  on  an  hourly  basis.   The  National  Health 
Board  is  responsible  for  developing  a  method  to  calculate  the  FTE  equivalency  of  such 
workers,  and  is  instructed  to  take  into  account  FLSA  requirements. 

Since,  as  stated  above,  direct  sellers  are  exempt  from  the  FLSA,  it  cannot  provide 
any  guidance  to  the  National  Health  Board  in  promulgating  rules  for  determining  coverage 
for  part  time  direct  sales  people.   Without  Congressional  guidance,  the  National  Health 
Board  would  have  complete  discretion  over  the  treatment  of  direct  sales  employees. 
Depending  on  how  the  Board  chose  to  wield  its  power,  Electrolux  could  ultimately  find  itself 
with  enormous  premium  liabilities  for  its  less  productive  sales  agents.   We  could  be  placed  in 
the  position  of  having  to  dismiss  a  great  number  of  our  sales  agents  since  it  would  be 
impossible  to  cover  them  without  dire  financial  consequences.   Other  employers  may  find 
themselves  in  similar  circumstances  as  weD. 

Accordingly,  Congress  needs  to  provide  the  Board  with  greater  direction  on  the 
treatment  of  direct  sales  employees.   To  simplify  matters  administratively,  there  should  be  a 
"de  minimis"  threshold  below  which  the  employer  of  a  part-time  direct  sales  worker  would 
not  be  responsible  for  premium  payments. 

We  estimate  that  a  direct  sales  worker  with  an  established  customer  base  earns 
approximately  $10  per  hour.   If  such  an  employee  worked  40  hours  per  month  throughout 
the  year,  he  or  she  would  earn  approximately  $5,000.   ($10  per  hour  x  40  hours  per  month  x 
12  months  per  year  =  $4,800.)  Hence,  a  $5,000  per  year  earnings  threshold  for  a 
commissioned  sales  employee  would  approximate  the  40  hours  per  month  threshold  already 
contained  in  the  Plan. 

We  recognize  the  importance  of  achieving  universal  health  care  coverage.   However, 
a  $5,000  threshold  for  direct  sales  employees  would  not  compromise  this  goal.   As  stated 
above,  our  low  earning  sales  employees  use  the  position  primarily  to  supplement  other 
income.   Thus,  almost  all  of  our  sales  employees  earning  less  than  $5,000  would  obtain 
health  coverage  either  through  their  principal  employment  or  through  their  spouses.   Those 
very  few  employees  who  earn  less  then  $5,000  per  year  and  have  no  other  income  would  be 
eligible  for  governmental  subsidies. 

The  $5,000  threshold  would  also  be  easier  to  administer.   Rather  than  having 
employers  and  the  National  Health  Board  bicker  over  the  appropriate  40  hours  per  month 
equivalent.  Congress  would  have  already  established  a  "bright  line"  test.   This  should 
simplify  programs  operations  for  this  particular  population. 

We  believe  this  issue  has  arisen  solely  because  of  oversight  rather  than  a  conscious 
policy  decision.  We  stand  ready  to  work  with  this  Committee  or  any  other  to  address  the 
problem. 
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l^r.  Chairman  and  Members  of  the  Committee: 

The  Expedited  Pacloge  independent  Contractors  Council  (EPiCC)  is  pleased 
to  have  this  opportunity  to  present  its  views  on  the  issue  of  the  fundamental 
and  far-reaching  modifications  to  njles  goveming  the  classification  of  workers 
by  the  Internal  Revenue  Service  (IRS)  that  have  been  proposed  in  the  Health 
Security  Act  recently  introduced  in  Congress.  EPiCC  is  an  organization  of 
large  and  small  companies  and  individuals  from  the  messenger,  courier  and 
expedited  delivery  industry  that  was  established  to  monitor  and  improve 
business  conditions  in  our  industry,  in  particular  by  seeking  to  preserve  the 
long-standing  independent  contractor  relationships  within  this  industry. 

EPICC  believes  that  independent  contractors  play  a  vital  role  in  the  expedited 
package  delivery  and  courier  industry  and  in  the  small  business  sector  of  the 
economy.  However,  the  IRS  has  engaged  in  continuous  efforts  to  reclassify 
the  independent  contractors  in  our  industry  as  employees,  and  to  exact 
substantial  penalties  for  such  reclassification.  These  misguided  efforts  of  the 
IRS  result  in  part  from  the  uncertainties  inherent  in  current  worker 
classification  policies,  and  EPICC  has  therefore  advocated  legislation  that 
establishes  a  clearer  standard  for  independent  contractor  classification.  For 
example,  EPICC  had  the  opportunity  to  provide  a  detailed  history  of  the  tax 
treatment  of  wori<ers  in  our  industry  and  recommendations  for  change  in 
connection  with  hearings  held  by  the  Subcommittee  on  Commerce, 
Consumer  and  Monetary  Affairs  of  the  Committee  on  Government  Operations 
on  June  8, 1993,  and  those  comments  are  provided  as  Appendix  I  as 
important  background  information  for  the  deliberations  of  this  committee. 

Because  of  the  complexity  of  worker  classification  issues,  the  potentially 
ruinous  effects  of  worker  reclassification  and  the  continued  conflict  between 
the  IRS  and  small  businesses  on  wori<er  classification  issues,  the  members  of 
EPICC  are  extremely  concerned  about  the  attempt  of  the  IRS  to  dramatically 
alter  the  rules  governing  wori<er  classification  in  the  context  of  the  health  care 
debate.  The  business  owners  of  EPICC  have  been  struggling  for  many  years 
with  the  costs  of  health  insurance  and  the  impact  these  costs  have  on  their 
businesses,  and  appreciate  legislative  focus  on  health  care  issues.  However, 
the  members  of  EPICC  believe  that  the  goals  of  any  health  care  legislation 
can  be  accomplished  without  the  broad  reclassification  of  independent 
contractors  as  employees,  and  that  the  Health  Security  Act  is  an  inappropriate 
forum  for  the  overall  resolution  of  wori<er  classification  issues. 

Specifically,  the  apparent  intent  of  Sections  7301  and  7303  of  the  Health 
Security  Act  is  to  provide  the  IRS  with  "greater  authority  to  prevent 
misclassification  of  employees  as  independent  contractors  as  a  technique  for 
employers  to  avoid  their  health  care  premium  payment  responsibilities  and  to 
obtain  inappropriate  premium  discounts."  (See  Committee  hearing 
announcement  dated  1 1/23/93).  However,  the  actual  effect  of  Sections  7301 
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and  7303  is  not  limited  to  the  classification  of  workers  solely  for  purposes  of 
health  care  administration.  Instead,  these  sections  are  clearly  drafted  in  a 
manner  that  grants  the  IRS  broad  authority  to  reclassify  independent 
contractors  as  employees  for  all  purposes  under  the  Internal  Revenue  Code. 
In  effect,  Sections  7301  and  7303  of  the  Health  Security  Act  enable  the  IRS  to 
unilaterally  dictate  the  terms  of  the  resolution  of  the  complicated  and  lengthy 
debate  over  worker  classification  issues,  while  ignoring  the  concerns  of  small 
businesses  and  the  detailed  legislative  proposals  regarding  worker 
classification  that  have  been  developed  over  many  years. 

The  worker  classification  provisions  currently  contained  in  the  Health  Security 
Act,  if  implemented,  could  result  in  as  many  as  5  million  independent 
contractors  being  reclassified  by  the  IRS  as  employees,  according  to 
estimates  derived  by  the  Small  Business  Legislative  Council.  In  addition,  the 
magnitude  of  IRS  penalties  imposed  with  respect  to  such  reclassification  will 
in  many  cases  threaten  the  viability  of  our  businesses.  This  type  of  major 
upheaval  in  the  work  force  is  both  unprecedented  and  unnecessary,  and  has 
no  place  in  legislation  that  is  intended  to  reform  health  care. 

As  a  result,  we  believe  that  the  attempt  to  modify  rules  goveming  worker 
classification  through  the  Health  Security  Act  is  inappropriate  and  exceedingly 
ill  advised.  Events  over  the  years  have  made  it  clear  that  worker  classification 
issues  can  only  be  resolved  after  a  complete  and  careful  evaluation  of  the 
impact  of  worker  classification  on  all  parties  involved.  Indeed,  it  is  possible 
the  guidelines  for  worker  classification  must  be  developed  individually  for 
specific  industries,  and  that  broad  rules  for  worker  classification  such  as  those 
proposed  in  the  Health  Security  Act  will  remain  inadequate. 

As  entrepreneurs,  independent  contractors  are  a  critical  component  of  the 
operations  of  EPICC  member  companies,  and  the  economy  as  a  whole. 
Independent  contractors  are  important  because  they  provide  short-term  or 
specialty  projects  that  are  not  appropriate  for  employees.  Consequently,  it  is 
important  that  this  vital  segment  of  the  economy  be  preserved,  and  that  the 
issues  of  classification  of  such  workers  be  accorded  the  attention  necessary 
for  such  a  complicated  issue.  EPICC  strongly  urges  that  Congress  act  to 
separate  the  issues  of  health  care  reform  and  worker  classification,  as 
attempts  to  resolve  the  issue  of  worker  classification  as  part  of  the  debate  on 
health  care  are  inappropriate  and  counterproductive.  EPICC  would  be 
pleased  to  provide  any  assistance  that  may  be  helpful  to  the  Committee  in 
clarifying  the  issues  raised  in  this  statement  and  to  suggest  appropriate 
methods  for  resolving  wori^er  classification  issues.  For  further  information, 
please  contact  Joseph  B.  Morris  at  202/452-1780. 
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statement  of  the 
Expedited  Package  Independent  Contractors  Council 


20037  1174    ^^-    Chairman  and  Members  of  the  Committee: 

The  Expedited  Package  Independent  Contractors  Council 

("EPICC")  is  pleased  to  have  this  opportunity  to  present  our 

couwer"   views  on  the  issue  of  the  reclassification  of  independent 
ASSOCIATION  contractors  as  employees  by  the  Internal  Revenue  Service  (the 
of ihc AMERICAS  "IRS")  .   EPICC  is  an  organization  of  large  and  small  companies 

and  individuals  from  the  messenger,  courier  and  delivery  industry 
Conncciicut   that  v/as  established  to  monitor  and  improve  business  conditions, 
Avenue. Nw   in  particular  by  seeking  to  preserve  the  longstanding  independent 
Sui.cioso    contractor  relationships  within  our  industry. 

WashingEon.  DC 

^""'^  We  believe  that  independent  contractors  play  a  vital 

role  in  our  industry  and  in  the  small  business  sector  of  the 
economy,  and  that  the  recent  efforts  of  the  IRS  to  reclassify 
independent  contractors  in  our  industry  are  destructive  and 
misguided.   These  efforts  result  in  part  from  the  uncertainties 
inherent  in  current  worker  classification  policies,  and  we 
therefore  advocate  legislation  that  establishes  a  clearer 
standard  for  independent  contractor  classification.   In  addition, 
we  believe  that  such  legislation  should  eliminate  the  excessive 
tax  penalties  that  encourage  the  IRS  to  reclassify  independent 
contractors  as  employees. 
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I.    IRS  Reclassification  Efforts  in  the  Messenger,  Courier,  and 
Delivery  Industry 

In  November  1992,  the  Committee  on  Government 
Operations  stated  that  "[t]he  [IRS']  current  enforcement 
practices  regarding  employment  taxes  present  small  business 
taxpayers  with  a  veritable  nightmare  of  problems  and  policies 
that  defy  common  sense."   House  Comm.  on  Government  Operations. 
Improving  the  Administration  and  Enforcement  of  Employment  Taxes. 
H.  R.  Rep.  No.  1060,  102d  Cong.,  2d  Sess.  1  (1992)  (the  "1992 
House  Report") .   These  practices  include  a  singular  focus  on 
employment  tax  audits  of  small  businesses  that  often  result  in 
the  reclassification  of  independent  contractors  and  the 
imposition  of  substantial  tax  penalties.   Workers  are 
reclassified  pursuant  to  a  common  law  test  used  to  characterize 
workers  as  employees  or  independent  contractors,  even  though  both 
the  Treasury  Department  and  the  General  Accounting  Office  have 
determined  that  the  common  law  test  is  "too  vague  to  be 
administered  on  a  consistent  basis."  [1992  House  Report,  p.  2] 
The  Committee  on  Government  Operations  has  observed  that  this 
audit  process  "subjects  relatively  innocent  businesses  to 
mandatory  tax  assessments  based  on  precalculated  formulas  that 
can  literally  bankrupt  them."   [1992  House  Report,  p.  19] 

Our  industry  has  not  been  immune  to  the  worker 
reclassification  efforts  of  the  IRS.   Historically,  the  IRS  has 
treated  our  messenger,  courier  and  delivery  personnel  as 
independent  contractors,  as  reflected  in  a  series  of  private 
letter  rulings  taking  this  position.   See,  e.g. .  Private  Letter 
Ruling  8936062  (June  13,  1989)  and  Private  Letter  Ruling  8921044 
(Feb.  24,  1989).   However,  the  IRS  subsequently  has  challenged 
the  use  of  independent  contractors  by  small  businesses,  including 
our  own.   The  earlier  private  letter  rulings  have  been  withdrawn, 
and  at  least  one  has  been  issued  finding  the  messengers  in 
question  to  be  employees.   See  Private  Letter  Ruling  9010020 
(Dec.  7,  1989).   As  recently  as  February  23,  1993,  the  IRS 
withdrew  a  private  letter  ruling  that  had  classified  couriers  as 
independent  contractors.   See  Private  Letter  Ruling  9321027 
(Feb.  23,  1993). 

Messenger,  courier,  and  delivery  services  across  the 
country  are  now  under  siege  by  the  IRS.   Our  members  are  required 
to  use  the  common  law  test  to  classify  workers  as  employees  or 
independent  contractors,  but  many  find  the  common  law  test  so 
inconsistent  and  confusing  that  workers  cannot  be  classified  on  a 
rational  basis.   Even  so,  the  IRS  has  threatened  to  reclassify 
messenger,  courier  and  delivery  personnel  as  employees  and  to 
assess  substantial  penalties  against  businesses  that  utilize 
these  workers. 

The  protection  provided  by  Section  530  of  the  Revenue 
Act  of  1978  ("Section  530")  to  the  members  of  our  industry  is 
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uneven.   The  "private  letter  ruling"  safe  harbor  is  being  eroded 
by  the  revocations  described  above.   The  "prior  audit"  safe 
harbor  applies  in  some  cases  but  may  not  in  others,  creating  an 
unlevel  playing  field  within  the  industry.   Finally,  the  IRS  is 
attempting  to  weaken  the  "industry  practice"  safe  harbor  by 
forcing  worker  reclassification  on  the  members  of  our  industry, 
one  by  one. 

The  IRS  seems  to  approach  these  audits  as  though  tax 
fraud  were  the  issue,  when,  in  fact,  the  effect  of  the  penalties 
is  to  impose  double  taxation  on  companies  and  their  workers,  as 
will  be  discussed  in  more  detail  later  in  this  statement.   If 
successful,  the  efforts  of  the  IRS  to  reclassify  our  independent 
contractors  will  wipe  out  the  independent  contractor 
classification  in  our  industry  and  seriously  hamper  our  ability 
to  respond  flexibly  to  the  growing  demands  of  American  business 
for  our  services.   Moreover,  the  magnitude  of  the  IRS  penalties 
imposed  will  in  some  cases  threaten  the  viability  of  our 
businesses. 

In  November  1990,  the  Committee  on  Government 
Operations  reaffirmed  that  "the  classification  of  workers  as 
independent  contractors  has  a  legitimate  place  in  the  scheme  of 
Federal  tax  administration."   House  Comm.  on  Government 
Operations.  Tax  Administration  Problems  Involving  Independent 
Contractors,  H.R.  Rep.  No.  979,  101st  Cong.,  2d  Sess.  2  (1990). 
However,  the  continuing  viability  of  the  messenger,  courier  and 
delivery  industry  depends  on  a  resolution  of  the  ongoing  conflict 
between  the  industry  and  the  IRS  with  respect  to  worker 
classification.   This  conflict  could  be  resolved  through  specific 
legislative  action:   both  the  IRS  and  the  industry  desire 
predictable,  easily  applied  classification  standards  for 
messengers,  couriers,  and  delivery  personnel;  and  the  elimination 
of  excessive  tax  penalties  could  remove  the  artificial  economic 
incentive  of  the  IRS  to  reclassify  independent  contractors.   This 
would  minimize  the  economic  uncertainty  generated  by  the 
continued  threat  of  worker  reclassification  and  facilitate  the 
appropriate  collection  of  taxes  from  workers  in  our  industry. 

II.   H.R.  5011  and  Worker  Classification  in  the  Messenger, 
Courier  and  Delivery  Industry 

Certain  provisions  of  H.R.  5011,  the  "Employment  Tax 
Improvement  Act  of  1992,"  introduced  in  the  last  Congress,  may 
serve  to  mitigate  the  consequences  of  worker  classification 
audits  in  the  messenger,  courier  and  delivery  industry,  and  we 
support  these  provisions.    However,  we  do  not  agree  with  the 


It  is  hoped  that  new  legislation  based  on  H.R.  5011,  with 
modifications,  will  be  introduced  in  this  Congress.   For  ease  of 
reference  in  this  testimony,  such  new  legislation  is  also 
referred  to  herein  as  H.R.  5011. 
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manner  in  which  H.R.  5011  implements  all  of  these  provisions,  and 
we  believe  that  further  modifications  to  H.R.  5011  are  necessary 
to  address  the  particular  problems  associated  with  IRS 
enforcement  of  employment  tax  provisions  in  our  industry. 

1.  Modification  of  Common  Law  Test 

In  particular,  we  believe  that  H.R.  5011  goes  seriously 
awry  in  not  addressing  the  issue  of  worker  classification 
directly.   The  common  law  test  is  incomprehensible  to  many  of  our 
members  and  other  small  businesses,  and  it  is  being  applied 
inconsistently  by  the  IRS.   The  difficulties  with  the  current 
worker  classification  system  are  aptly  summarized  in  a  March  1991 
report  of  the  Treasury  Department  entitled  "Taxation  of  Technical 
Services  Personnel:   Section  1706  of  the  Tax  Reform  Act  of  1986" 
(the  "Treasury  Report") : 

[T]he  common  law  tests,  like  most  facts-and- 
circumstances  tests,  lack  precision  and  predictability. 
Since  they  were  developed  in  an  entirely  different 
context  from  Federal  tax  laws  .  .  .  they  may  also 
produce  inappropriate  results  for  some  tax 
purposes  ....   In  many  cases,  applying  the  common 
law  test  in  employment  tax  issues  does  not  yield  clear, 
consistent,  or  satisfactory  answers,  and  reasonable 
persons  may  differ  as  to  the  correct  classification. 
[Treasury  Report,  p.  59] 

Although  repeated  attempts  have  been  made  for  more  than  a  decade 
to  clarify  the  common  law  test,  the  test  has  not  been 
substantially  modified  or  improved. 

As  long  as  no  changes  are  made  to  the  common  law  test, 
we  expect  the  worker  classification  problems  in  our  industry  to 
continue.   However,  ours  is  an  industry  in  which  the  overwhelming 
majority  of  companies  have  traditionally  used  independent 
contractors.   We  believe  that  we  are  entitled  to  establish  the 
legality  of  this  practice,  and  to  continue  using  independent 
contractors  without  repeated  threats  from  the  IRS.   If  the  common 
law  test  cannot  be  modified  to  classify  definitively  the  workers 
of  our  industry,  we  advocate  the  establishment  of  a  "bright- 
line"  test  that  specifies  the  terms  and  conditions  for 
classification  of  workers  as  independent  contractors  within  the 
messenger,  courier  and  delivery  industry.   We  would  be  pleased  to 
assist  in  the  development  of  such  a  test. 

2.  Elimination  of  Double  Taxation 

In  addition,  we  believe  that  the  employment  tax 
penalties  imposed  when  independent  contractors  are  reclassified 
as  employees  remain  unacceptable.   Under  current  section  3  509  of 
the  Internal  Revenue  Code,  a  formula  is  used  to  assess  back  taxes 
for  reclassified  workers.   Although  this  formula  reduces  amounts 
that  would  otherwise  be  assessed  against  an  employer  if  workers 
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are  reclassified  as  employees,  such  relief  only  applies  to  the 
withholding  of  income  taxes  and  FICA  taxes  on  behalf  of  such 
workers.   No  relief  is  provided  for  FUTA  taxes,  the  FICA  excise 
tax  imposed  on  employers,  or  interest  and  penalties.   The  FICA 
excise  tax  is  collected  even  if  workers  misclassif ied  as 
independent  contractors  paid  the  FICA  tax  in  full;  and  the 
reclassified  workers  are  generally  ineligible  for  unemployment 
benefits  provided  pursuant  to  the  FUTA  tax. 

The  1992  House  Report  states  that  "[t]hese  back  tax 
assessments  are,  of  course,  very  substantial  amounts  for  firms 
with  less  than  $3  million  in  assets,"  and  adds  that  the 
assessments  "have  been  responsible  for  putting  a  number  of  those 
businesses  out  of  business  and,  as  a  result,  eliminating  the 
stream  of  tax  revenues  they  produced [.]"   [1992  House  Report, 
p.  10]   Most  importantly,  however,  the  1992  House  Report  notes 
that  these  back  tax  assessments  result  in  the  collection  of  twice 
the  amount  of  taxes  actually  due.   The  1992  House  Report  states 
that  "[e]ven  today,  IRS  admits  that  double  tax  collections  result 
from  the  use  of  the  mandatory  formulas,"  [1992  House  Report, 
p.  11]  and  observes  that  "[r]ecent  findings  by  the  Department  of 
the  Treasury  call  into  question  whether  the  back  tax  formula  used 
to  assess  liabilities  on  misclassif ied  workers  when  an 
information  return  is  filed  can  be  justified."    [1992  House 
Report,  p.  10] 

We  believe  that  this  double  taxation  has  provided  an 
inappropriate  and  unjustifiable  incentive  for  the  IRS  to 
reclassify  workers,  and  that  the  current  back  tax  assessment 
system  has  been  a  significant  factor  in  the  aggressive 
prosecution  of  employment  tax  audits  by  the  IRS.   Thus,  we 
support  the  provisions  of  H.R.  5011  that  limit  the  penalties 
assessed  for  worker  reclassification.   However,  we  object  to  the 
amount  of  the  penalty  set  by  the  statute:   if  H.R.  5011  is 
enacted,  the  penalty  for  misclassif ication  would  be  at  least  $500 
per  worker  per  year.   While  this  figure  may  appear  small  to  some 
in  Washington,  it  would  be  financially  crippling  for  some  of  our 
membership.   In  addition,  H.R.  5011  retains  provisions  that 
permit  double  taxation  if  an  employer  of  reclassified  workers  has 
disregarded  applicable  reporting  requirements.   Because  no 
justification  exists  for  the  imposition  of  these  taxes,  H.R.  5011 
should  be  amended  to  limit  back  tax  assessments  in  these 
circumstances  to  the  actual  amount  of  taxes  owed. 

3.    Modifications  to  section  530  of  the  Revenue  Act  of  1978 

We  strongly  support  the  codification  of  Section  53  0 
that  is  included  in  H.R.  5011.   Because  we  believe  that  the 
protection  provided  by  Section  530  has  proved  inadequate  in  the 
past,  however,  we  advocate  that  H.R.  5011  make  certain 
modifications  to  it. 

The  protection  of  Section  530  is  unavailable  with 
respect  to  the  treatment  of  any  worker  whose  employer  has  treated 
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any  individual  holding  "a  substantially  similar  position"  as  an 
employee.   The  time  period  covered  by  this  "consistency"  rule 
begins  on  January  1,  1978  and  extends  indefinitely  into  the 
future.   As  aggressively  interpreted  by  the  IRS,  the  consistency 
rule  has  three  defects.   First,  it  covers  an  unreasonably  long 
period  of  time  —  literally  the  entire  period  of  the  existence  of 
many  of  the  members  of  our  industry  —  and  does  not  take  into 
account  the  fact  that,  over  time,  business  practices  change. 
Second,  at  the  hands  of  the  IRS,  the  notion  of  a  "substantially 
similar  position"  is  a  heads-I-win-tails-you-lose  proposition. 
If  employees  have  ever  performed  any  of  the  tasks  now  performed 
by  independent  contractors  (even  if  the  positions  held  by  the 
employees  are  in  other  respects  very  different) ,  the  employer  is 
at  risk  of  challenge  from  the  IRS,  even  if  such  tasks  were 
performed  by  a  single  employee.    Finally,  Section  530  protection 
may  be  unavailable  even  if  the  treatment  of  individuals  as 
employees  was  not  required  by  the  law  but  was  coerced  through  the 
threatening  activities  of  the  IRS. 

To  address  these  defects,  we  suggest  that  H.R.  5011 
amend  the  Section  53  0  consistency  rule  to  cover  a  three-year 
"look  back"  period.   This  would  limit  the  impact  of  outdated 
business  practices  on  current  classification  standards.   In 
addition,  the  concept  of  a  "substantially  similar  position" 
should  be  refined,  so  that  the  performance  of  similar  tasks  by 
employees  and  independent  contractors  does  not  create  audit 
exposure  unless  the  tasks  involve  the  principal  duties  or 
responsibilities  of  their  positions.   Moreover,  Section  530 
protection  should  not  be  denied  to  independent  contractors  if  a 
de  minimis  number  of  workers  who  are  filling  substantially 
similar  positions  (under  the  refined  standard)  are  classified  as 
employees. 

Finally,  we  believe  that  H.R.  5011  should  amend  Section 
530  to  extend  relief  to  companies  who  have  reclassified  their 
workers  as  employees  under  duress.   In  recent  years,  the  IRS  has 
conducted  random  audits  of  companies  in  industries  whose  workers 
traditionally  have  been  considered  independent  contractors. 
Because  of  the  expense  of  protracted  litigation  and  the 
threatened  imposition  of  double  taxation,  these  companies  have 
capitulated  to  IRS  demands  that  workers  be  reclassified  as 
employees. 

The  misclassif ication  of  these  workers  results  in 
inconsistent  treatment  of  identical  workers  throughout  an 
industry  and  places  the  affected  companies  at  a  severe 
competitive  disadvantage.   It  also  gives  the  IRS  a  foothold  from 
which  to  challenge  other  members  of  the  industry:   as  industry 
practice  is  broken  down  by  the  IRS,  the  protection  afforded  by 
Section  53  0  to  the  remainder  of  the  industry  is  less  secure. 
This  insidious  attack  on  Section  530  was  surely  never 
contemplated  by  Congress  and  should  not  be  condoned  by  it.   In 
order  to  protect  the  original  goals  of  Section  530  against 
gradual  erosion  by  the  IRS,  H.R.  5011  must  extend  retroactive 
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protection  under  Section  530  to  companies  whose  worker 
classification  standards  could  not  have  been  challenged  by  the 
IRS  under  Section  530  as  strengthened  by  H.R.  5011.   Without  this 
provision,  the  IRS  can  be  expected  to  continue  its  decades-long 
assault  against  the  use  of  independent  contractors  by  small 
business. 


The  members  of  EPICC  seek  fundamental  changes  in  the 
worker  classification  process.   Our  businesses  require  a  definite 
standard  that  will  result  in  the  uniform  classification  of 
similarly  situated  workers  in  the  messenger,  courier  and  delivery 
services,  as  well  as  enforcement  policies  that  do  not  result  in 
constant  conflict  between  the  IRS  and  our  industry.   While 
H.R.  5011  addresses  some  of  the  issues  that  concern  our  industry, 
H.R.  5011  must  be  substantially  revised  in  order  effectively  to 
resolve  important  elements  of  the  worker  classification  dispute. 
Controversy  over  the  issue  of  worker  classification  will  continue 
to  fester  between  taxpayers  and  the  IRS  until  Congress  acts.   We 
urge  you  to  consider  the  proposals  that  we  have  set  forth  and 
offer  you  our  assistance  in  any  manner  that  may  be  helpful  to 
this  end. 
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Mr.  Chairman  and  Members  of  the  committee,  my  name  is 
Michael  D.  Bromberg  and  I  am  Executive  Director  of  the  Federation 
of  American  Health  Systems.  Our  association  represents  more  than 
1,400  hospitals,  health  systems  and  managed  care  plans. 
Investor-owned  management  companies  also  manage  under  contract 
more  than  300  non-profit  hospitals. 

The  Federation  appreciates  this  opportunity  to  express  our 
views  on  the  tax  treatment  of  health  care  organizations  under  the 
Health  Security  Act.  Specifically,  we  will  address  the  proposed 
tax  treatment  of  hospitals  under  the  Administration's  health 
reform  proposal. 

In  the  United  States,  investor-owned  hospitals  play  an 
essential  role  in  hundreds  of  American  communities.  Privately- 
owned  for-profit  facilities  can  be  found  in  48  states.  They 
range  from  large  center-city  hospitals  with  nearly  1,000  beds, 
like  Michael  Reese  Hospital  in  Chicago,  to  39-bed  Ashley  Valley 
Medical  Center  in  Vernal,  Utah. 

Today,  the  1,400  investor-owned  hospitals  meet  the  full 
range  of  Americans'  hospital-based  health  care  needs.  About  half 
are  acute  care  community  hospitals.  The  balance  provides  needed 
psychiatric,  rehabilitation,  and  other  types  of  special  care.  In 
total,  investor-owned  hospitals  comprise  more  than  20  percent  of 
the  6,600  hospitals  nationwide  and  contain  just  less  than  15 
percent  of  the  nation's  1.2  million  hospital  beds. 

A  widely  held  but  false  view  of  for-profit  hospitals  is  that 
they  place  the  interest  of  their  stockholders  above  that  of  their 
patients.  This  is  a  myth.  No  hospital  that  places  any  interest 
above  that  of  its  patients  could  survive.  Because  tax-exempt 
hospitals  often  are  viewed  as  placing  the  public  interest  first, 
to  survive,  for-profit  hospitals  must  maintain  the  highest  level 
of  quality.  If  this  were  not  true,  physicians  would  seek  to 
practice  in  competing  hospitals  and  patients  would  demand  to 
receive  their  care  elsewhere.  Moreover,  the  incentive  to  improve 
quality  of  care  for  investor-owned  hospitals  is  particularly  high 
now  that  insurance  companies,  hospitals,  and  physicians  are 
forging  partnerships  and  building  networks.  Only  hospitals  that 
deliver  efficient,  high  quality  care,  will  be  included  in 
successful  networks.  Successful  hospitals  depend  on  satisfied 
patients  and  physicians. 
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The  investor-owned  hospital  industry  does  not  discriminate 
in  treating  patients.  Few  patients,  if  any,  stop  to  see  who  owns 
a  hospital  when  they  need  care.  Many  go  to  the  hospital  their 
physician  recommends.  Others,  in  need  of  urgent  care,  come  to 
the  most  conveniently  located  facility.  As  a  result,  the  level 
of  uncompensated  care  provided  by  for-profit  and  tax-exempt 
hospitals  is  very  similar.  The  Prospective  Payment  Assessment 
Commission,  which  was  created  to  advise  Congress  on  Medicare 
reimbursement  for  hospitals,  reported  in  June  1993  that,  on 
average  in  1991,  hospitals  provided  uncompensated  care  equal  to 
4.8  percent  of  expenses.  For  tax-exempt  and  for-profit 
facilities,  respectively,  the  shares  of  expenses  devoted  to 
uncompensated  care  were  4.7  percent  and  4.0  percent. 

Investor-owned  hospitals  have  helped  hold  down  the  cost  of 
health  care  through  equity  financing  of  capital  expenditures. 
Each  year,  for-profit  hospitals  devote  an  amount  equal  to  about 
10%  of  net  patient  revenue  to  capital  expenditures  —  the 
replacement  and  expansion  of  existing  facilities  and  purchases  of 
major  equipment.  Unlike  tax-exempt  bond  financing,  for-profit 
hospitals  acquire  capital  through  the  private  market.  This 
reduces  taxpayer  burden  and  permits  for-profit  hospitals  to 
acquire  capital  at  the  most  favorable  rates. 

Most  kinds  of  taxes  imposed  on  hospitals  only  are  paid  by 
for-profit  hospitals.  Last  year,  the  investor-owned  hospital 
industry  paid  federal,  state,  local,  property,  sales,  franchise 
and  other  taxes  and  licensing  fees  in  excess  of  $750  million. 
Besides  providing  substantial  amounts  of  uncompensated  care, 
taxes  paid  by  for-profit  hospitals  help  pay  for  the  uncompensated 
care  provided  by  public  and  other  hospitals.  Furthermore,  a 
recent  study  by  the  General  Accounting  Office  concluded  that 
"[b]etween  43  and  71  percent  of  the  nonprofit  hospitals  in  the 
five  states  (examined)  provided  less  charity  care  than  what  GAO 
estimated  as  the  value  of  their  tax  exemption." 

The  President's  proposal,  the  Health  Security  Act,  would 
provide  a  new  standard  that  non-profit  hospitals  would  have  to 
meet  in  order  to  qualify  as  tax-exempt  organizations.  The  bill 
requires  these  entities  to  once  a  year  assess  the  health  care 
needs  of  the  community  and  develop  a  plan  to  address  those  needs. 
The  Administration  believes,  that  as  we  move  towards  universal 
coverage,  the  need  for  hospitals  to  provide  charity  care  will 
significantly  decrease.  Therefore,  they  propose  imposing  this 
new  standard  for  continuing  tax-favored  treatment. 

The  Federation  believes  that  as  the  Federal  government 
develops  standards  to  implement  this  provision,  that  all 
hospitals  providing  such  services  to  the  community,  regardless  of 
their  tax  status,  should  receive  recognition.  Thus,  investor- 
owned  hospitals  addressing  community  needs  detailed  in  an 
assessment,  should  receive  a  credit  against  their  tax  liability 
just  as  non-profits  will  receive  their  tax  exemption. 

Furthermore,  many  hospitals  will  continue  to  provide 
uncompensated  care,  particularly  those  treating  illegal  aliens, 
who  will  not  be  covered  under  the  "Health  Security  Act."  This 
uncompensated  care  should  be  included  for  non-profits  as 
fulfilling  part  of  their  justification  for  tax  exempt  status  and 
credited  to  those  tax-paying  hospitals  who  also  care  for  the 
uninsured. 

The  ultimate  test  of  any  activity  is  whether  its  pursuit 
makes  individual  human  beings  better  off  now  or  in  the  future. 
Millions  of  individual  hospital  patients  and  their  families  have 
benefitted  from  investor-owned  hospitals.  Without  investor-owned 
hospitals: 

many  rural  communities  would  not  have  modern  hospitals 
or  any  hospitals  at  all; 
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billions  of  dollars  would  not  have  been  transformed 
into  attractive,  comfortable,  well-equipped  hospitals 
providing  quality  care; 

demand  for  capital  in  the  tax-exempt  market  would  have 
been  greater,  so  the  cost  of  capital  to  tax-exempt 
hospitals  would  have  been  higher;  and 

there  would  not  be  the  competitiveness  that  forced  all 
hospitals  to  improve  the  quality  of  facilities  in  which 
physicians  practice  and  the  quality  of  care  that  is 
available  to  all. 

Reforms  to  our  health  system  should  build  on  the 
contributions  made  by  all  hospitals  both  non-profit  and  investor- 
owned.  Accordingly,  as  Congress  enacts  health  care  reform 
legislation  the  contributions  of  all  hospitals  meeting  the  needs 
of  their  communities  and  providing  charity  care  should  receive 
favorable  tax  treatment  for  providing  such  services. 
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STATEMENT  OF  GROUP  HEALTH  INCORPORATED  (6HI) 


Group  Health  Incorporated  (GHI)  is  a  New  York  not-for- 
profit  health  service  corporation  which  provides  health  benefit 
coverage  for  over  2  million  people.   GHI  is  pleased  to  provide 
this  written  statement  for  the  December  14,  1993  hearing  of  the 
Subcommittee  on  Select  Revenue  Measures  of  the  Committee  on  Ways 
and  Means.   The  hearing  is  on  the  tax  treatment  of  health  care 
organizations  under  the  Administration's  Health  Security  Act  (the 
Act)  . 

GHI  supports  the  President's  goal  of  reforming  the  country's 
health  care  system  to  ensure  all  Americans  affordable,  quality 
coverage.   However,  GHI  strongly  opposes  the  elimination  of  the 
current  tax  law  which  provides  special  treatment  for  not-for- 
profit  organizations  substantially  all  of  whose  activities  are 
providing  health  insurance.   These  organizations  include  GHI  and 
the  New  York  Blue  Cross/Blue  Shield  plans. 

The  special  rules  under  current  law  include  a  deduction 
under  Section  833  of  the  Internal  Revenue  Code  (the  Code)  for  the 
difference  between  25  percent  of  the  organization's  claims  and 
its  adjusted  surplus.   The  current  rules  also  provide  favorable 
tax  treatment  of  unearned  premium  reserves  in  calculating  the  tax 
liability  for  these  health  insurance  organizations.   Retaining 
these  special  rules  is  essential  in  aiding  the  President's  goal 
of  ensuring  affordable  health  care  and  universal  coverage  for 
every  American. 

Current  Tax  Treatment 

Prior  to  the  Tax  Reform  Act  of  1986  (TRA  86),  GHI  and  Blue 
Cross/Blue  Shield  plans  (the  Blues)  were  subject  to  the  same  tax 
rules  that  govern  "not-for-profit"  charitable  organizations. 
These  rules  provided  for  exemption  from  Federal  income  taxes. 

TRA  86  significantly  changed  the  law  for  many  tax-exempt 
organizations  engaged  in  insurance  activities.   It  generally 
eliminated  tax  exempt  status  and  imposed  tax  on  these  not-for- 
profit  corporations  under  the  rules  relating  to  insurance 
companies  (Subchapter  L  of  the  Code)  . 

However,  Congress  provided  special  rules  for  not-for-profit 
corporations  substantially  all  of  whose  activities  were  providing 
health  insurance.   These  rules  reflect  the  recognized  benefits  of 
providing  affordable  insurance  for  medical  expenses  and 
recognition  that  these  corporations  provided  an  essential  service 
to  the  community  beyond  that  provided  by  traditional  insurers. 
Under  current  law,  the  special  rules  apply  to  the  Blues'  plans 
existing  at  the  time  of  TRA  86,  and  other  organizations  that  meet 
certain  requirements.   GHI  is  covered  under  the  same  special 
insurance  enabling  and  governing  laws  as  New  York  Blue  Cross/Blue 
Shield  plans  and  believes  that  Section  833  of  the  Code  was 
intended  to  encompass  a  generic  type  of  not-for-profit  health 
insurer  organized  and  governed  by  such  special  insurance  laws. 
Clarification  that  Section  833  of  the  Code  was  and  is  intended  to 
treat  GHI  and  similar  organizations  the  same  as  the  Blues  for 
Federal  income  tax  purposes  is  still  essential. 

The  special  rules  provided  under  TRA  86  make  not-for-profit 
health  insurance  organizations  subject  to  tax  under  the  rules 
applicable  to  property  and  casualty  insurance  companies. 
However,  because  of  their  recognized  status  as  affordable  and 
essential  health  insurance  organizations,  TRA  86  provided  for 
special  treatment  with  respect  to  two  tax  items.   First,  covered 
organizations  are  allowed  a  special  deduction  (under  Section  833 
of  the  Code)  equal  to  25  percent  of  the  claims  and  expenses 
incurred  during  the  taxable  year  less  the  adjusted  surplus  at  the 
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beginning  of  the  year.   Second,  these  health  insurance 
organizations  are  not  subject  to  the  treatment  of  unearned 
premium  reserves  generally  applicable  to  property  and  casualty 
insurance  companies. 

Tax  Treatment  under  the  Act 

GHI  like  many  other  concerned  groups  favors  reform  of  the 
current  health  care  system.   The  Administration's  proposed  Health 
Security  Act  attempts  to  achieve  reform  through  fundamental 
changes  in  the  health  system  including  a  number  of  significant 
changes  to  our  tax  laws. 

Under  the  Administration's  proposal,  the  group  of  health 
insurance  organizations  which  were  specially  recognized  under  TRA 
86  will  no  longer  be  allowed  to  deduct  the  difference  between  25 
percent  of  their  health  claims  and  their  adjusted  surplus  (the 
deduction  under  Section  833  of  the  Code).   In  addition,  these 
organizations  will  be  required  to  include  20  percent  of  the 
change  in  their  unearned  premium  reserves  in  taxable  income. 

The  Administration's  proposal  also  taxes  for-profit  health 
maintenance  organizations  (HMOs)  like  insurance  companies  and 
requires  hospitals  and  other  nonprofit  health  providers  to  assess 
the  health  needs  of  their  community  and  develop  a  plan  to  meet 
those  needs  in  order  to  maintain  their  tax-exempt  status.   In 
addition,  the  proposal  clarifies  that  except  for  "point  of 
service"  benefits,  most  types  of  insurance  provided  by  HMOs  are 
not  commercial-type  insurance,  within  the  meaning  of  Section 
501 (m)  of  the  Code.   GHI  does  not  intend  to  offer  comments  on  the 
tax  treatment  of  HMOs  at  this  time. 

Discussion 

The  Clinton  Administration  has  testified  in  this  hearing  in 
favor  of  continued  tax-exemption  for  hospitals  and  other 
nonprofit  health  care  providers,  explaining  that: 

"The  achievement  of  universal  coverage,  and  resulting 
elimination  of  the  need  for  charity  care,  does  not  mean  that 
the  activities  of  nonprofit  health  care  providers  will  be 
indistinguishable  from  those  of  for-profit  providers. 


[n]onprofit  providers  generally  provide  services  to  the 
community  in  addition  to  the  treatment  of  fee-paying 
patients.   Treating  patients  who  are  unable  to  pay  the  cost 
of  the  care  is  only  one  type  of  additional  service  that 
nonprofit  providers  offer  today.   Others  include  medical 
research,  educational  programs,  health  screening, 
immunization,  preventative  care,  and  outreach  programs.   As 
noted  above,  these  preventative,  community-based  services 
are  .important  to  meet  community  needs  and  achieve  control 
over  health  care  costs. "^ 

This  same  rationale  applies  to  the  special  benefits  afforded 
not-for-profit  health  insurance  corporations  under  current  law. 
While  it  is  true  that  the  Administration's  proposal  will  require 
health  insurance  plans  to  provide  open  enrollment  and  community- 
rating,  this  is  only  one  feature  of  the  not-for-profit  plans  that 
make  them  unique  and  essential  to  universal  coverage. 


Selected  Tax  Provisions  in  the  Administration's  Health 
Security  Act:  Hearing  Before  the  Subcommittee  on  Select  Revenue 
Measures  of  the  House  Committee  on  Ways  and  Means,  103rd  Cong.  1st 
Sess.  (December  14,  1993)  (statement  of  Maurice  B.  Foley,  Deputy 
Tax  Legislative  Counsel  (Tax  Legislation) ,  Department  of  the 
Treasury) . 
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Throughout  its  55  year  existence,  GHI  has  voluntarily 
initiated  programs  and  aggressively  pursued  actions  which  clearly 
address  community  needs  and  benefits.   GHI,  and  the  other  New 
York  not-for-profit  health  insurers,  have  continually  been  at  the 
forefront  of  innovation  in  this  area.   Traditional  commercial 
health  insurance  carriers  have  shown  little  interest  in  similar 
community  service  initiatives  due  to  the  risk  involved.   Without 
the  continued  support  of  the  special  benefits  provided  under 
current  tax  law,  these  programs  risk  being  adversely  affected. 

An  example  of  these  programs  includes  a  demonstration 
project  which  GHI  established  to  provide  affordable  health 
insurance  for  children  in  low-income  families  (commonly  known  as 
"Child  Health  Plus") .   GHI  is  an  active  participant  in  this 
program  which  provides  health  insurance  for  at  least  56,000 
children  in  low-income  families.   Despite  repeated  efforts  by  the 
state  of  New  York  to  encourage  all  licensed  health  insurers  to 
join  this  program,  only  GHI  and  the  state's  other  not-for-profit 
health  insurers  have  developed  health  insurance  products  for 
these  low-income  children.   In  fact,  GHI's  work  in  this  regard 
was  recently  recognized  by  the  International  Foundation,  which 
awarded  GHI  its  Creative  Excellence  in  Benefits  Award  for  this 
program. 

Another  example  of  services  which  may  be  at  risk  without  the 
special  tax  rules  is  a  voluntary  program  which  GHI  is  pursuing  to 
specifically  assist  people  on  Medicaid.   GHI  has  filed  an 
application  with  the  New  York  Department  of  Health  to  set  up  an 
HMO  which  will  specifically  target  Medicaid  recipients.   The 
program  is  intended  to  provide  affordable  health  coverage  where 
it  might  not  otherwise  exist.   To  our  knowledge,  there  is  no  for- 
profit  health  insurer  involved  in  a  similar  undertaking  -- 
establishing  an  HMO  whose  initial  market  will  be  Medicaid 
beneficiaries.   without  continued  favorable  tax  treatment  for  GHI 
and  similar  plans,  high  risk  populations  in  geographically 
undesirable  areas  will  have  great  difficulty  being  integrated 
into  "main-stream"  health  plans. 

In  addition  GHI's  not-for-profit  status  allowed  it  to  be  an 
innovator  of  new  health  insurance  coverages.   GHI: 

established  the  first  program  in  New  York  State  to  pay 
for  in-hospital  medical  care; 

was  the  first  carrier  to  provide  dental  coverage;  and 

—  was  the  first  medical  insurance  carrier  to  cover  out- 
of -hospital  psychiatric  care. 

Further,  GHI  is  more  than  a  health  insurer;  GHI  is  also  a 
direct  provider  of  service.   Again,  its  not-for-profit  status  and 
community  service  orientation  are  evident  in  the  services  it 
provides.   It  has  a  Dental  Health  Facility  licensed  pursuant  to 
New  York's  Public  Health  Law.   More  than  just  a  routine  dental 
care  clinic,  the  Facility  has  a  special  commitment  to  providing 
dental  care  to  patients  who  are  infected  with  HIV.   The  Facility 
receives  many  referrals  from  the  Albany  Medical  Center,  the 
Department  of  Social  Services,  and  the  Albany  Area  AIDS  Council. 
A  separate  room  and  time  are  set  aside  in  order  to  provide  these 
patients  with  special  consideration  and  dignity. 

As  a  final  example  of  its  commitment  to  addressing  the  needs 
of  the  disadvantaged,  GHI  initiated  and  developed  an  outreach 
program  that  commenced- July  1,  1987  to  aid  the  homeless.   This 
pilot  project  was  originally  funded  by  a  grant  from  the  New  York 
State  Department  of  Health.   Since  July  1989,  GHI  provides  at  its 
own  cost  nursing  care,  referral  and  support  services  to  homeless 
individuals.   GHI  is  the  sole  insurer  in  New  York  State  involved 
in  a  project  for  the  homeless. 
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GHI  supports  fair  tax  treatment  of  health  insurance  plans 
recognizing  differences  among  them  in  servicing  community  needs. 
As  recognized  by  the  Administration,  not-for-profit  health 
providers  are  distinguishable  from  for-profit  providers  because 
of  the  additional  services  that  not-for-prof its  offer.   GHI  is 
similarly  distinguishable  from  other  health  insurers  because  of 
the  additional  services  it  provides  which  may  not  exist  but  for 
its  special  tax  status.   Without  the  special  tax  treatment  there 
is  no  incentive  to  provide  the  additional  services  which  are 
essential  to  meeting  community  health  needs.   Clearly,  insurance 
companies  facing  "bottom  line"  pressures  will  have  difficulty  in 
voluntarily  providing  the  creative  additional  services  which  must 
exist  for  the  more  equal  treatment  of  the  disadvantaged 
population  envisioned  in  the  Administration's  proposal.   GHI, 
since  its  creation  over  55  years  ago,  has  always  been  committed 
to  a  not-for-profit  philosophy  of  community  service  and 
innovation.   The  removal  of  special  tax  treatment  for  not-for- 
profit  health  insurance  providers  would  threaten  the  ability  to 
maintain  this  community  service  philosophy. 

Conclusion 

GHI  supports  the  President's  goal  of  reforming  the  country's 
health  care  system  to  ensure  all  Americans  affordable,  quality 
coverage.   However,  GHI  strongly  opposes  the  elimination  of  the 
special  rules  in  current  law  provided  for  organizations 
substantially  all  of  whose  activities  are  providing  health 
insurance.   These  special  rules  are  essential  in  aiding  the 
President's  goal  of  ensuring  affordable  health  care  and  universal 
coverage  for  every  American.   GHI  also  supports  clarification  of 
current  law  which  treats  GHI  like  the  Blues  for  these  Federal 
income  tax  purposes. 
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STATEMEP^  OF  THE 
HEALTHCARE  FINANCIAL  MANAGEMENT  ASSOCIATION 

INTRODUCTION 

The  Healthcare  Financial  Management  Association  (HFMA)  is  pleased  to  have  this 
opportunity  to  present  its  views  on  healthcare  reform  as  it  relates  to  tax-exempt  status. 
HFMA  represents  more  than  31,500  professionals  involved  in  the  financial 
management  of  healthcare  institutions,  including  hospitals,  managed  care  providers, 
and  group  practices.   HFMA's  membership  also  includes  public  accountants,  consul- 
tants, insurance  companies,  governmental  agencies,  and  other  organizations.   HFMA 
members  often  are  the  individuals  who  are  responsible  for  the  identification  of  hospital 
patients  who  qualify  for  charity  care,  and  are  therefore  in  a  unique  position  to  identify 
the  concerns  associated  with  the  role  of  tax-exempt  status  under  the  Health  Security 
Act. 

BACKGROUND 

Tax-exempt  status  has  been  a  long-standing  issue  for  HFMA.   As  part  of  its  overall 
policy  development  on  this  issue,  HFMA  formed  a  Chairman's  Task  Force  on  Tax- 
Exempt  Status  of  Institutional  Healthcare  Providers  to  explore  the  background  of 
challenges  to  tax-exempt  status,  and  to  identify  the  specific  requirements  institutional 
healthcare  providers  must  meet  to  be  tax-exempt.  The  task  force  first  met  on  January 
31,  1988,  and  completed  its  report  in  the  summer  of  1991.   HFMA  has  also  provided 
guidance  on  this  issue  through  the  work  of  the  Association's  Principles  and  Practices 
Board,  a  panel  of  12  HFMA  members  with  expertise  in  accounting  principles. 

Challenges  to  tax-exempt  status  have  a  long  history.   During  most  of  the  1980's, 
nonprofit  hospitals  were  challenged  by  small  businesses  who  charged  that  there  is  an 
"unfair  competitive  advantage"  because  of  current  Unrelated  Business  Income  Tax 
(UBIT)  provisions.   In  addition,  government  officials,  aware  of  the  "excessive" 
hospital  profits  reported  in  the  early  1980's,  questioned  whether  hospitals  were  still 
charitable  organizations  meriting  tax-exempt  status.   Today,  as  government  officials 
continue  to  look  for  ways  to  raise  revenues  from  all  sectors  of  the  economy,  and  tax- 
exempt  organizations  are  being  scrutinized  as  a  possible  source.   A  particular  focus  of 
this  scrutiny  is  the  use  of  tax-exempt  bond  financing  for  hospitals. 

RECENT  DEVELOPMENTS 

President  Clinton's  Health  Security  Act  provides  for  a  broad  community  benefit 
standard  for  measuring  hospital  behavior  in  determining  whether  tax  exemption  is 
warranted.   In  view  of  the  proposal,  many  are  calling  for  a  reassessment  of  the 
standards  for  hospital  tax  exemption.   Some  have  also  questioned  the  necessity  for  tax 
exemption  when  the  need  to  provide  charity  care  is  significandy  diminished  under  the 
Administration's  plan. 
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Although  tax-exempt  hospitals  provide  important  community  benefits  beyond  the  basic 
provision  of  acute  care  services,  there  are  proponents  of  altering  this  broader 
community  benefit  standard.   An  important  proponent  of  this  change  is  Rep.  Fortney 
"Pete"  Stark  (D-Calif.),  whose  healthcare  reform  proposal,  H.R.200,  provides  that  the 
standard  be  replaced  by  a  strict  charity  care  standard.  Since  exemption  would  be 
linked  to  the  provision  of  a  minimum  amount  of  free  care  to  the  uninsured,  charity 
care  would  no  longer  be  needed  under  a  reformed  healthcare  system.   Therefore, 
hospital  tax  exemption  would  no  longer  be  warranted. 

HFMA'S  POSITION 

•  HFMA  believes  that  any  one  of  at  least  ten  criteria  can  be  used  by  healthcare 
organizations  as  a  basis  for  tax  exemption.   Charity  care  is  one  of  those  benefits, 
but  it  should  not  be  the  sole  criterion. 

ATTRIBUTES  USED  TO  DETERMINE  TAX-EXEMPT  STATUS: 

•  MISSION  -  The  organization  should  have  a  mission  statement  that  clearly 
articulates  its  charitable  purposes  and  regularly  demonstrates  that  its  mission  is 
fulfilled.   This  attribute  is  a  cornerstone  of  granting  tax-exemption.   According  to 
Federal  law,  the  tax-exempt  provider  must  have  a  clearly  defined  mission 
statement  committing  the  institution  to  charitable  endeavors.  This  mission  refers 
to  the  philosophical  tenets  underlying  the  organization's  service  to  the  community. 
The  mission  will  then  be  used  by  the  provider  in  determining  its  strategic  plan  for 
the  future. 

•  USE  OF  FINANCIAL  SURPLUSES  -  No  individual  may  receive  any  portion  of 
the  financial  surpluses  of  the  organization  as  a  result  of  ownership  or  any  other 
"insider"  relationship,  except  as  fair  compensation,  and  all  financial  surpluses  are 
used  exclusively  to  further  the  charitable  purposes  of  the  organization. 

•  ACCOUNTABILITY  ~  The  organization  is  accountable  to  the  public,  not  to 
stockholders,  through  a  board  which  is  committed  to  and  represents  the  healthcare 
needs  of  the  community  or  service  area.   Through  policymaking  and  direction,  the 
board  must  set  priorities  based  on  the  community's  service  needs,  taking  into 
account  the  organization's  financial  limitations. 
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•  CHARITY  SERVICE  ~  The  organization  does  not  deny  essential  services  (such 
as  emergency  services)  to  residents  of  the  service  area  based  on  the  inability  of  a 
person  to  pay  for  those  services.   Provision  of  charity  care  is  an  important 
attribute  of  tax-exemption,  but  is  only  one  of  several  attributes  for  many 
organizations.   An  organization's  failure  to  achieve  a  recognition  of  the  broad 
basis  for  tax-exemption  could  lead  to  a  specific  trade-off  between  the  amount  of 
charity  care  provided  and  the  amount  of  tax-exemption  allowed  ~  a  dollar  of 
charity  care  offset  by  a  dollar  reduction  in  taxes  ~  with  the  organization  subject  to 
all  income,  property,  and  other  taxes  in  excess  of  the  amount  of  charity  care 
provided. 

•  REDUCES  GOVERNMENT  BURDEN  ~  Tax-exempt  organizations  provide 
services  the  community  wants.  The  government  would  have  to  provide  these 
services  if  the  tax-exempt  organizations  did  not  fill  the  burden. 

•  ESSENTIAL  HEALTHCARE  SERVICES  ~  Tax-exempt  organizations  provide 
healthcare  and  related  services  so  essential  to  the  community  that  they  warrant  a 
special  status  for  the  organization  and  would  require  government  expenditures  if 
the  organization  did  not  provide  the  service. 

•  UNPROFITABLE  SERVICES  ~  Tax-exempt  providers  offering  services  that  are 
inherently  unprofitable  due  to  their  unusually  high  cost  combined  with  low  or 
inadequate  payment  do  not  practice  bad  business.  Rather,  the  providers  reaffirm 
their  commitment  to  the  community. 

Any  of  the  above-listed  attributes  are  sufficient  justification  for  an  organization's  tax- 
exempt  status,  and  most  healthcare  providers  qualify  in  several  of  these  ways.  There 
are  other  attributes  identified  by  HFMA  that  are  insufficient  to  warrant  tax-exemption 
on  their  own,  but  that  complement  the  above-listed  attributes,  and  are  worthy  of  note 
by  tax-exempt  entities. 

•  EDUCATION  ~  The  organization  provides  education  that  enhances  the  health  of 
individuals  or  the  provision  of  health  service. 

•  CONTRIBUTION  TO  HEALTH  CARE  --  The  organization  has  a  history  of 
significant  contributions  to  the  health  care  of  the  community. 
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•    MEETS  UNMET  NEEDS  -  The  organization  provides  needed  services  that  no 
other  organization  is  willing,  or  able,  to  provide  within  the  community. 

CONCLUSION 

HFMA  appreciates  this  opportunity  to  present  its  views  and  commends  the 
Subcommittee  for  holding  a  hearing  on  this  major  issue  affecting  the  nation's  tax- 
exempt  healthcare  providers.   HFMA  believes  that  any  one  of  at  least  ten  criteria  can 
be  used  by  healthcare  organizations  as  a  basis  for  tax  exemption.   Charity  care  is  one 
of  those  benefits,  but  it  should  not  be  the  sole  criterion.   Our  discussion  of  the  ten 
attributes  of  tax-exempt  healthcare  facilities  identified  by  the  Chairman's  Task  Force 
on  Tax-Exempt  Status  of  Institutional  Healthcare  Providers  makes  clear  that  the 
community  benefits  provided  by  tax-exempt  providers  are  many,  varied,  and  needed 
by  society. 


ABOUT  HFMA 

HFMA  is  the  nation's  leading  personal  membership  organization  for 
more  than  31,500  financial  management  professionals  employed  by 
hospitals,  long-term  care  facilities,  public  accounting  and  consulting 
firms,  insurance  companies,  government  agencies,  and  other 
organizations. 

Members'  positions  include  chief  executive  officer,  chief  financial 
officer,  controller,  patient  accounts  manager,  accountant,  and 
consultant. 

HFMA  members  often  are  the  individuals  who  are  responsible  for  the 
identification  of  hospital  patients  who  qualify  for  charity  care; 
therefore,  HFMA  members  are  in  a  unique  position  to  identify  the 
concerns  associated  with  the  role  of  tax-exempt  status  under  the 
Health  Security  Act. 
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INTRODUCTION 


The  Healthcare  Financing  Study  Group  ("HFSG")  is  pleased  to  submit  this  testimony 
regarding  health  care  reform  and  issues  relating  to  inner-city  and  rural  communities.  The  HFSG 
is  a  national  trade  association  of  investment  bankers,  bond  counsel,  bond  insurers  and  other  firms 
that  serve  the  needs  of  nonprofit  health  care  institutions  for  capital  to  finance  the  efficient 
delivery  of  health  care  services  throughout  the  United  States.  This  testimony  focuses  on  how 
health  care  reform  may  affect  access  of  nonprofit  hospitals  and  health  care  delivery  systems  to 
capital. 

BACKGROUND 

Nonprofit  hospitals  typically  operate  services  and  facilities  that  are  important  to  the 
communities  they  serve,  even  though  some  of  their  activities  may  be  unprofitable.  They  are 
dedicated  not  only  to  the  promotion  of  high  quality  health  care  for  the  community  at  large,  but 
also  to  providing  services  for  the  elderly,  the  indigent  and  other  charitable  classes  of  individuals. 
At  the  same  time,  nonprofit  health  care  providers  have  been  at  the  forefront  of  medical  research 
and  education.  Unlike  proprietary  hospitals  and  other  for-profit  health  care  entities,  these 
nonprofit  providers  seek  to  generate  sufficient  revenues  to  cover  costs  of  operations  and 
maintenance  and  expansion  of  facilities  and  programs. 

Nonprofit  health  care  providers  traditionally  qualify  as  tax-exempt  organizations  under 
Internal  Revenue  Code  ("Code")  Section  501(c)(3).  By  virtue  of  their  status.  Section  501(c)(3) 
health  care  providers,  and  Section  501(c)(3)  hospitals  in  particular,  are  able  to  use  the  proceeds 
from  the  sale  of  tax-exempt  bonds  for  qualified  charitable  purposes. 

Health  care  reform  already  has  had  and  will  have  a  significant  impact  on  the  operations  of 
nonprofit  hospitals  and  health  care  providers.  Recent  legislative,  regulatory  and  business  trends 
in  health  care  point  to  a  significant  consolidation  and  down-sizing  of  the  United  States'  nonprofit 
health  care  sector.  For  tax-exempt  hospitals  and  diverse  hospital  systems  in  particular,  the 
merger  and  consolidation  movement  is  well  underway.  Changes  in  health  care  delivery  likely  to 
occur  as  a  result  of  any  health  reform  plan  will  accelerate  this  trend.  Moreover,  reform  will 
likely  shift  resources  away  from  tax-exempt  acute  care  and  extended  care  facilities  into  the 
primary  and  preventive  care  arena.  This  reallocation  of  resources  ultimately  will  lead  to 
successes  as  well  as  failures  in  the  nonprofit  health  care  sector. 

The  HFSG  wishes  to  avert  undue  burdens  on  the  nonprofit  health  care  sector,  the  federal 
government  or  U.S.  taxpayers  as  a  result  of  the  structural  changes  that  health  care  reform  will 
bring.  To  achieve  this  basic  goal,  the  HFSG  offers  the  following  suggestions  in  formulating 
sound  tax  policy  that  will  work  in  concert  with  national  health  care  reform. 

RECOMMENDATIONS  TO  MEET  CAPITAL  NEEDS  IN  LIGHT  OF  REFORM 

Preservation  of  Section  501(c)(3)  Status  for  Hospitals 

Congress  should  retain  current  law  standards  that  permit  nonprofit  hospitals  and  health 
care  providers  to  become  eligible  for  tax-exempt  status  under  Code  Section  501(c)(3).  This 
status  enables  nonprofit  providers  to  compete  in  the  private  capital  markets  on  a  "level  playing 
field"  through  tax-exempt  bond  financing  of  facilities.  Tax-exemption  also  allows  nonprofit 
providers  to  adequately  serve  their  local  communities. 
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By  contrast,  denial  of  tax-exempt  status  by  changing  the  rules  in  mid-stream,  would 
inhibit  if  not  preclude  future  access  to  capital  markets  for  nonprofit  hospitals  and  health  care 
providers.  The  result  would  devastate  these  providers,  the  communities  they  serve,  and, 
importantly,  the  investors  who  purchased  tax-exempt  securities  on  the  reliance  that  the  issuer 
would  remain  tax-exempt. 

Current  rules  governing  tax-exempt  hospitals  generally  recognize  that  the  promotion  of 
health  is  a  charitable  purpose  deemed  beneficial  to  the  community  as  a  whole.  These  rules 
generally  require,  among  other  things,  that  tax-exempt  hospitals  operate  emergency  rooms  that 
are  available  to  all  patients,  regardless  of  their  ability  to  pay.  The  availability  of  emergency 
room  care  is  only  one  of  several  important  factors  that  determine  whether  nonprofit  hospitals 
meet  the  "community  benefit"  standard  for  tax  exemption.  Other  important  factors  include 
whether: 

(1)  The  hospital  provides  care  to  all  persons  in  the  community  who  can  pay  for  the 
services; 

(2)  The  medical  staff  is  open  to  all  practicing  physicians  in  the  area; 

(3)  The  hospital's  board  of  directors  is  composed  of  independent  civic  leaders  from  the 
local  community; 

(4)  Transactions  with  the  medical  staff  are  on  an  arm's  length  basis;  and 

(5)  The  hospital  uses  surplus  funds  to  improve  the  quality  of  patient  care,  expand  facilities, 
and  further  its  medical  training,  educational  and  research  programs. 

These  criteria  and  other  factors  should  remain  important  considerations  in  determining  whether 
nonprofit  hospitals  should  be  entitled  to  receive  tax-exempt  status. 

The  Administration's  proposed  Health  Security  Act  (the  "Act)  would  permit  tax-exempt 
hospitals  and  other  tax-exempt  health  care  organizations  to  continue  to  be  eligible  for  tax-exempt 
status,  even  though  universal  health  care  coverage  can  be  expected  to  diminish  the 
uncompensated  care  burden  these  institutions  bear.  At  the  same  time,  the  Act  would  impose  a 
new  requirement  that  such  organizations,  with  the  participation  of  community  representatives, 
conduct  at  least  annual  reviews  of  the  health  care  needs  of  their  communities  and  develop 
concrete  plans  to  meet  those  needs.  As  presently  drafted,  this  provision  would  apply  to  all 
Section  501(c)(3)  organizations  that  provide  health  care  services,  not  just  hospitals  or  HMOs. 

The  HFSG  supports  the  implementation  of  a  community  benefits  needs  assessment  on  an 
administrative  level  to  those  organizations  that  have  not  traditionally  qualified  under  the  current 
community  benefits  standard,  provided  that  the  imposition  of  the  standard  does  not  create  imdue 
paperwork  and  expense  burdens  for  affected  facilities.  Care  should  be  taken,  however,  to  avoid 
inappropriately  politicizing  the  process  by  which  such  a  standard  is  implemented. 

HFSG  does  not  support  imposing  a  new  statutory  requirement  on  organizations  that 
traditionally  qualify  under  the  current  commimity  benefits  standard.  The  Intemal  Revenue 
Service  ("IRS")  has  consistently  recognized  the  community  benefits  afforded  by  traditional 
nonprofit  health  care  providers.  The  quality  of  care  offered  by  these  health  care  providers  in 
their  emergency  rooms  should  not  change  under  any  health  reform  regime.  Likewise,  access  to 
all  members  of  the  commimity,  to  all  area  physicians,  board  participation  by  local  independent 
civic  leaders,  arm's  length  transactions  with  medical  staff  and  hospital  use  of  surplus  funds  for 
improvement  of  the  quality  of  patient  care  should  all  remain  constant  under  any  health  reform 
plan.  The  community  benefits  needs  assessment  mandate,  in  addition  to  the  standards  already 
applied  to  these  facilities  for  their  tax-exempt  profiles,  will  require  duplicative  regulatory 
paperwork  to  confirm  what  the  local  market  and  the  IRS  have  already  determined  to  be 
qualifying  community  benefits. 

Adding  new,  stricter  statutory  requirements  for  Section  501(c)(3)  health  care  providers 
would  only  increase  the  risk  to  investors  in  securities  issued  to  finance  facilities  of  such 
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providers.  Section  501(c)(3)  facilities  currently  operate  at  very  low  profit  margins  or  at  a  loss. 
The  perception  of  increased  investment  risk  by  bond  investors  due  to  loss  or  potential  loss  of  tax- 
exempt  status  would  increase  the  cost  of  financing  for  nonprofit  facilities  that  are  dependent  on 
the  tax-exempt  bond  market  for  access  to  capital.  Any  profit  margins  would  be  eliminated  by 
such  increased  financing  costs. 

New  tax-exempt  health  care  facilities  created  as  a  result  of  the  Act  arguably  should  be 
subject  to  a  well-defined  community  benefits  standard.  The  status  of  other  existing  non-hospital, 
tax-exempt  health  care  providers  that  focus  on  wellness  and  preventive  care,  such  as  elderly  and 
child  care  centers,  outpatient'  clinics,  and  chiropractors,  should  not  be  changed  by  the  Act.  Many 
of  those  organizations  offer  community  benefits  in  non-traditional  fashion  and  should  continue  to 
qualify  for  tax-exempt  status  by  applying  the  current  community  benefits  standard  and  other 
factors  as  well. 

If  health  care  reform  must  extend  the  availability  of  tax-exempt  status  to  managed  care 
organizations  such  as  HMOs,  tax-exempt  bond  financing  also  should  be  made  available  to  such 
organizations.  Opening  the  private  capital  markets  further  will  protect  the  charitable  health  care 
providers,  and  will  help  fiand  the  changes  in  infrastructure  that  are  bound  to  occur  under  any  new 
regime  enacted  by  Congress. 

An  important  clarification  proposed  under  the  Act  relates  to  the  treatment  of  so-called 
parent  organizations.  Act  Section  7601(c)  would  amend  Code  Section  509(a)  by  conferring 
public  charity  status  on  organizations  that  are  organized  and  operated  for  the  benefit  of,  and 
which  directly  or  indirectly  control,  hospitals.  Under  current  law,  such  parent  corporations 
typically  seek  to  qualify  as  supporting  organizations  described  in  Section  509(a)(3).  There  is 
considerable  confusion  and  cost  associated  with  the  application  of  the  current  supporting 
organization  rules.  If  the  proposed  statutory  change  were  enacted,  hospital  organizations  would 
no  longer  be  saddled  with  the  cumbersome  requirement  to  obtain  independent  letter  rulings  fi-om 
the  IRS  in  determining  whether  the  rules  have  been  satisfied.  The  HFSG  strongly  supports  this 
clarificaUon  in  the  interest  of  improved  efficiency. 


Relax  Tax-Exempt  Bond  Financing  Rules  for  Qualifled  501(c)(3)  Bonds 

Coupled  with  the  already  emerging  trend  in  the  health  care  industry  toward  consolidation 
and  down-sizing,  health  care  reform  undoubtedly  will  lead  to  mergers  and  combinations  of 
diverse  types  of  health  care  providers.  Current  laws  governing  tax-exempt  bond  fmancing  need 
to  be  revised  to  keep  pace  with  these  changes.  Specifically,  the  HFSG  suggests  that  Congress 
should  implement  the  following  changes  to  guarantee  nonprofit  health  care  providers  access  to 
the  private  capital  markets  at  the  lowest  possible  cost  to  the  government  and  the  lowest  risk  to 
bondholders. 

The  Tax  Reform  Act  of  1986  imposed  a  limit  of  $150  million  on  the  aggregate  amount  of 
outstanding  qualified  SecUon  501(c)(3)  bonds,  other  than  hospital  bonds,  fi-om  which  any 
501(c)(3)  organizafion  may  benefit.  In  determining  whether  the  $150  million  limitation  has  been 
exceeded,  advance  reflindings  are  taken  into  account.  Historically,  hospitals  were  viewed  as  the 
appropriate  beneficiaries  of  tax-exempt  financing,  which  justified  an  exception  to  the  $150 
million  limitation  for  qualified  section  501(c)(3)  hospital  bonds.  The  new  emphasis  on  non- 
hospital  care  demands  a  broader  "exception." 

Because  health  reform,  under  almost  any  plan,  will  propel  a  shift  from  acute  care  to 
primary  and  preventive  care,  and  because  the  population  is  aging,  there  will  be  increased  demand 
across  the  country  for  long-term  care  and  managed  care  entities.  At  the  same  time,  the  existence 
of  excess  capacity  in  the  acute  care  sector  may  require  restructurings  of  acute  care  facilities,  or 
renovations  of  such  facilities  to  become  providers  of  primary,  preventive,  or  other  non-acute  care 
services.  Such  renovations  will  certainly  increase  overall  efficiency  and  reduce  costs  in  the 
health  care  system.  Yet  because  the  resulting  entities  will  not  be  "hospitals"  under  the  narrow 
statutory  exception,  these  beneficial  restructurings  will  subject  nonprofit  providers  to  the  $150 
million  cap,  which  will  present  a  serious  obstacle  to  any  such  restructuring. 
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The  Act  encourages  the  development  of  traditional  non-hospital  delivery  systems,  while 
retaining  the  $  1 50  million  cap,  which  functions  as  the  primary  and  effective  disincentive  for  the 
creation  of  these  new  systems.  While  traditional  nonprofit  hospitals  may  desire  to  expand  health 
care  services  into  non-traditional  areas  such  as  neighborhood  diagnostic  and  treatment  facilities, 
long-term  residential  care  facilities,  medical  equipment  acquisition  entities  and  the  like,  the  $150 
million  cap  restricts  their  ability  to  effectively  participate  in  this  expansion.  The  cap  also 
restricts  the  ability  of  nonprofit  hospitals  to  merge  with  other  hospitals.  Each  hospital  currently 
has  an  individual  $150  million  limit  for  non-hospital  bonds.  Moreover,  the  trend  toward  primary 
and  preventive  care  is  inhibited  by  the  $150  million  cap,  which  precludes  many  of  these 
nonprofit  providers  from  obtaining  tax-exempt  financing  to  achieve  this  change. 


A  logical  solution  to  these  problems  would  be  to  expand  the  exception  to  the  $150 
million  limitation  to  include  not  only  hospitals  but  also  non-hospital  health  care  facilities  as 
suggested  by  the  National  Council  of  Health  Facilities  Finance  Authorities  (the  "Council")  in  its 
testimony  submitted  to  this  Subcommittee  on  February  9,  1994.  Alternatively,  the  $150  million 
cap  could  be  lifted  in  its  entirety. 

Relax/eliminate  advance  refunding  limitations 

Before  the  Tax  Reform  Act  of  1986,  interest  on  bonds  used  to  pay  principal,  interest,  or 
call  premiums  on  a  prior  issue,  together  with  costs  of  the  refinancing  ("advance  refunding 
bonds")  qualified  for  tax  exemption  only  in  the  case  of  bonds  the  proceeds  of  which  were  used 
for  general  government  operations  or  by  Section  501(c)(3)  organizations.  Advance  refundings 
were  used,  among  other  things,  to  permit  hospitals  to  retire  bonds  that  had  unusually  high  interest 
rates  before  the  maturity  dates,  or  had  bond  covenants  restricting  early  retirement.  In  essence, 
advance  refundings  were  used  by  hospitals  to  restructure  debt  and  reduce  costs.  They  allowed 
hospitals  to  establish  a  secured  escrow  account  with  refunding  bonds  to  repay  debt  service  on  a 
prior  issue.  In  this  manner,  if  interest  rates  dropped,  hospitals  could  take  advantage  of  the  lower 
interest  rates  made  available  through  refunding  bonds,  and,  since  repayment  of  the  prior  issue 
was  secured,  freed  themselves  from  overly  restrictive  bond  covenants  of  the  prior  issue. 
Hospitals  essentially  were  able  to  reduce  debt  service,  improve  cash  flow,  and  increase  financial 
flexibility. 

In  the  Tax  Reform  Act  of  1986,  Congress  decided  to  restrict  advance  refimdings  of  tax- 
exempt  bonds  to  curb  certain  perceived  abuses.  Congress  imposed  harsh  restrictions  on  advance 
refundings  of  Section  501(c)(3)  bonds  and  completely  prohibited  advance  refunding  of  private 
activity  bonds  other  than  qualified  501(c)(3)  bonds.  Specifically,  Code  Section  149(d)  imposes 
the  following  limits  on  advance  refundings  of  Section  501(c)(3)  bonds: 

(1)  Bonds  originally  issued  before  January  1, 1986,  may  be  advance  refunded  two  times. 
A  transition  rule  permits  one  additional  advance  refunding  after  March  14,  1986  for  bonds  that 
have  been  advance  refimded  two  or  more  times  before  that  date.  For  purposes  of  the  limitation 
on  the  number  of  times  an  issue  may  be  advance  refimded,  refimdings  before  January  1,  1986, 
are  counted  as  advance  refimdings  only  if  the  prior  bonds  were  not  redeemed  within  180  days  of 
the  issuance  of  the  refimding  bonds. 

(2)  Bonds  originally  issued  after  December  31,  1985,  may  be  advance  refunded  only 
once. 

(3)  If  the  refunding  produces  savings  in  debt  service,  and  the  prior  bonds  were  issued 
after  December  31,  1985,  the  prior  bonds  must  be  redeemed  no  later  than  the  first  date  on  which 
their  redemption  is  not  prohibited. 

(4)  If  the  refunding  produces  savings  in  debt  service,  and  the  prior  bonds  were  issued 
before  January  1,  1986,  the  prior  bonds  must  be  redeemed  no  later  than  the  first  date  on  which 
the  issue  may  be  redeemed  at  a  premium  of  three  percent  or  less. 

These  limitations  essentially  preclude  most  tax-exempt  bond  issuers  from  advance 
refunding  at  this  time.  Moreover,  as  hospital  systems  continue  to  consolidate  and  restructure,  the 
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affiliation  rules  with  respect  to  advance  refunding  further  preclude  advance  refunding  of  tax- 
exempt  bonds.  It  has  been  suggested  that  the  only  way  to  achieve  an  advance  refunding  today  is 
to  set  up  a  new  tax-exempt  organization  that  issues  bonds  for  the  first  time.  The  proceeds  of 
these  bonds  would  be  used  to  retire  the  prior  issues  of  the  merging  or  changing  entities.  Because 
of  the  costs  associated  with  such  an  effort  and  because  the  merging  entities  may  have  very 
different  terms  for  their  bonds,  this  planning  idea  cannot  satisfy  the  financing  needs  of  the  vast 
majority  of  health  care  systems. 

To  facilitate  restructurings  of  health  care  providers  and  systems  under  proposed 
legislative  initiatives,  Congress  should  relax  the  advance  refiinding  limitations  originally 
imposed  in  1986  on  Section  501(c)(3)  tax-exempt  bonds.  Among  other  changes,  Congress 
should  permit  more  than  the  one  or  two  advance  refundings  allowed  under  current  law.  Since 
issuers  now  bear  the  cost  of  such  refundings,  the  decision  as  to  whether  the  benefits  outweigh  the 
costs  should  be  left  to  them.  At  the  same  time,  any  relaxation  of  the  limitations  should  contain 
adequate  anti-abuse  rules. 

Revise  IRS  safe  harbor  in  Rev.  Proc.  93-17 

In  Revenue  Procedure  93-17,  the  IRS  set  forth  a  "safe  harbor"  whereby  a  change  of  use  of 
proceeds  of  an  issue  of  tax-exempt  bonds  that  results  in  change  from  a  qualified  use  to  a  non- 
qualified use  will  not  be  treated  as  causing  the  interest  on  the  bonds  to  be  taxable.  One 
requirement  is  that,  as  of  the  date  of  issue,  the  issuer  and  all  conduit  borrowers  must  be 
reasonably  expected  to  use  the  proceeds  of  the  issue  for  a  qualified  use  for  the  entire  term  of  the 
issue.  The  second  requirement  is  that  the  proceeds  of  the  issue  must  be  used  for  a  qualified  use 
for  at  least  five  years  after  the  later  of  the  date  of  issue  or  the  date  on  which  the  facility  with 
respect  to  which  the  change  of  use  occurred  was  placed  in  service.  Several  other  requirements 
also  must  be  met  to  satisfy  the  safe  harbor. 

The  five-year  rule  discussed  above  precludes  most  qualified  Section  501(c)(3)  bond 
issuers  from  utilizing  the  safe  harbor.  Because  of  rapid  structural  changes  in  the  nonprofit  health 
care  sector,  many  tax-exempt  hospitals  are  being  forced  to  sell  facilities  financed  with  qualified 
501(c)(3)  bond  proceeds  to  other  nonprofit  or  proprietary  organizations  within  the  five-year 
threshold,  thereby  failing  to  satisfy  the  safe  harbor.  While  some  may  argue  that  an  exception  to 
the  five-year  requirement  is  only  appropriate  for  sales  between  nonprofit  organizations,  this 
argument  is  not  in  the  best  interests  of  the  community  served  by  the  health  care  facility.  For 
example,  based  on  a  community  needs  assessment  analysis  (proposed  under  the  Act),  the  board 
of  directors  of  the  tax-exempt  organization  may,  in  fact,  require  the  sale  to  a  for-profit  or 
proprietary  organization.  As  a  consequence,  the  IRS  safe  harbor  arguably  limits  the  ability  of 
tax-exempt  issuers  to  avoid  the  change  of  use  of  proceeds  rule  of  Section  1 50. 

Because  the  revenue  procedure  merely  offers  a  safe  harbor,  taxpayers  are  not  necessarily 
bound  by  the  parameters  of  the  safe  harbor  in  order  to  prevent  the  interest  on  bonds  from  being 
taxable  under  such  circumstances.  However,  the  revenue  procedure  revoked  earlier  IRS  rulings 
that  provided  more  flexible  guidance  on  whether  a  change  in  use  occurred.  As  a  result,  501(c)(3) 
bond  issuers  are  left  to  battle  with  the  IRS  on  a  case-by-case  basis  to  resolve  this  issue. 

Tax-exempt  issuers  undergoing  reorganizations  and  mergers  should  not  be  required  to 
apply  to  the  IRS  for  a  private  letter  ruling  every  time  a  transfer  is  about  to  take  place.  Thus, 
Congress  should  instruct  the  IRS  to  expand  the  safe  harbor  to  permit  an  exception  to  the  five- 
year  requirement  in  situations  where  an  unanticipated  change  in  use  occurs  before  the  five-year 
period  lapses.  Moreover,  the  safe  harbor  should  make  clear  that  the  transfer  of  a  facility  financed 
with  tax-exempt  bonds  to  a  for-profit  entity  that  is  controlled  by  or  controls  the  same 
organizational  group  can  continue  to  satisfy  the  requirement  that  the  facility  be  used  for  the  same 
purpose  and  in  the  same  manner  that  the  transferor  used  it.  In  other  words,  the  IRS  would  have 
to  admit  that  the  transfer  of  the  facility  would  not  be  to  a  different  owner  or  operator  which 
would  result  in  the  transfer  of  a  federal  subsidy  to  that  new  operator. 
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SUBCOMMITTEE  ON  SELECT  REVENUE  ISSUES 

FEBRUARY  8-9,  1994 


I. 

INTRODUCTION  AND  SUMMARY 

President  Clinton  has  established  health-care  reform  as 
a  priority  of  his  Administration.   A  health-care  task  force 
("Task  Force")  spent  many  months  developing  the  Health  Security 
Act  of  1993  ("Clinton  Plan") .   One  feature  of  the  Clinton  Plan  is 
an  "employer  mandate"  providing  that  an  employer  must  pay  a 
portion  of  an  employee's  health-care  costs. 

A  draft  of  the  Clinton  Plan  provided  that  the  employer 
mandate  would  be  supported  by  a  provision  creating  an  automatic 
rule  that  certain  independent  contractors  would  be  treated  as 
employees.   Various  groups  expressed  concern  that  this  provision 
threatened  the  viability  of  independent  contractors.   In  late 
September,  the  Administration  said  that  this  provision  would  not 
be  in  the  final  version  of  the  Clinton  Plan. 

Weeks  later,  the  Task  Force  issued  the  Clinton  Plan 
which  included  a  section  titled  "Employment  Status  Provisions." 
These  employment  status  provisions  propose  extensive  and 
revolutionary  changes  in  the  tax  law.   First,  the  provisions 
grant  the  IRS  the  authority  to  make  regulations  establishing  the 
rules  for  determining  whether  an  individual  is  an  employee  or  an 
independent  contractor.   Second,  the  regulations  wou]d  apply  not 
only  for  health  care  purposes  but  also  for  income  tax  purposes, 
social  security  purposes,  federal  unemployment  tax  purposes,  and 
withholding  purposes.   Third,  the  employment  status  provisions 
destroy  the  framework  which  Congress  established  in  1978  to 
balance  the  interests  of  the  IRS  and  the  interests  of  taxpayers. 

This  memorandum  (1)  outlines  the  development  of  the  law 
relating  to  the  status  of  an  individual  as  an  employee  or  an 
independent  contractor;  (2)  explains  why  Congress  established  a 
framework  to  balance  IRS  interests  and  taxpayer  interests;  and 
(3)  describes  how  the  Clinton  Plan  destroys  the  balance  which 
Congress  established.   The  memorandum  concludes  that  the  employ- 
ment status  provisions  are  an  unnecessary  feature  of  the  Clinton 
Plan  and  invite  added  resistance  to  the  process  of  health-care 
reform.   The  Independent  Bakers  Association  and  the  Independent 
Contractors  Coalition  strongly  urge  that  the  employment  status 
provisions  not  be  accepted  as  part  of  any  measure  agreed  to  by 
Congress . 

II. 

EARLY  HISTORY 

Social  Security  Act  of  1935 

The  Social  Security  Act  of  193  5  included  the  Federal 
Insurance  Contributions  Act  ("PICA") ,  which  imposed  Social 
Security  and  hospital  insurance  taxes  on  the  wages  received  by  an 
employee.   One-half  of  FICA  taxes  are  paid  directly  by  the 
employer,  and  the  other  one-half  are  withheld  from  wages  payable 
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to  the  employee.   The  Social  Security  Act  also  contained  the 
Federal  Unemployment  Tax  Act  ("FUTA")  which  imposed  only  on 
employers  an  unemployment  compensation  excise  tax  on  wages  paid 
to  an  employee. 

Originally,  the  Social  Security  Act  did  not  define  the 
term  "employee"  other  than  to  say  the  term  included  an  officer  of 
a  corporation.   Treasury  Regulations  promulgated  in  19  3  6  provided 
a  more  comprehensive  definition  of  "employee":  an  individual 
performing  services  for  another,  if  their  legal  relationship  was 
that  of  employer  and  employee  under  the  usual  common  law  rules. 

In  response  to  two  1947  U.S.  Supreme  Court  decisions 
which  focused  on  whether  a  worker  was — in  economic  reality — 
dependent  on  his  principal,  the  Treasury  Department  proposed  new 
regulations  which  emphasized  this  "economic  reality"  test  and  de- 
emphasized  the  common  law  factors.   In  response,  Congress  in  1948 
passed  the  Gearhart  Resolution,  or  Status  Quo  Resolution  (H.R.J. 
Res.  296,  Pub.  L.  No.  80-642,  80th  Cong.,  2d  Sess.  (1948)),  which 
repudiated  the  economic  reality  test  and  made  clear  that  the 
common  lav;  test  was  to  be  used  to  define  who  was  an  "employee" 
for  FICA  and  FUTA  purposes. 

In  1949,  Congress  successfully  resisted  Presidential 
efforts  to  repeal  the  Resolution,  but  agreed  to  expand  the 
coverage  of  the  Social  Security  laws.   The  Social  Security  Act 
Amendments  of  1950  broadened  coverage  of  the  Social  Security  laws 
to  self-employed  individuals  and  also  expanded  the  statutory 
definition  of  employee  by  adding  certain  specified  categories  of 
individuals  who  were  not  generally  classified  as  employees  under 
the  common  law  rules.   These  new  categories  of  workers  are 
generally  referred  to  as  "statutory  employees." 

The  Regulations  now  in  use  define  the  term  "employee" 
substantially  as  it  was  defined  in  the  original  Regulations; 
however,  the  current  Reaulations  enumerate  specific  factors  which 
are  evaluated  to  determine  whether  the  employer-employee 
relationship  exists.   Thus,  except  for  those  enumerated  groups  of 
statutory  employees,  the  "common  law"  test  has  been  consistently 
used  to  determine  whether  an  individual  is  an  employee  for  FICA 
and  FUTA  purposes. 

Income  Tax  Withholding 

The  Current  Tax  Payment  Act  of  194  3  established  the 
income  tax  withholding  provisions.   These  provisions  were  taken 
directly  from  the  provisions  of  the  Victory  Tax  which  had  been 
added  to  the  Internal  Revenue  Code  ("Code")  in  1942.   These 
provisions  are  now  part  of  Code  §§3401  and  3402. 

The  definition  of  "employee"  contained  in  §3401 (c)  has 
remained  essentially  unchanged  and  provides  simply  that  the  term 
"employee"  includes  an  officer  of  a  corporation.   Although  there 
were  attempts  to  define  the  term  "employee"  more  broadly  in  the 
legislation  originally  proposed  in  the  House,  these  efforts  were 
rebuffed,  and  the  House  and  Senate  Reports  make  clear  the  intent 
of  the  Congress  that  the  common  law  rules  were  to  be  used  to 
define  the  term  "employee"  for  withholding  purposes.   Regulations 
promulgated  under  §3401 (c)  are  essentially  identical  to  that  part 
of  the  FICA  Regulations  which  applies  a  common  law  test. 

The  enactment  of  the  Social  Security  Act  and  the 
Current  Tax  Payment  Act  of  194  3  mark  the  points  in  time  that  the 
determination  of  employment  status  became  important  for  federal 
tax  purposes.   Since  that  time,  the  existence  of  the  employer- 
employee  relationship  has  been  determined  by  application  of  the 
common  law  test.   The  only  exception  to  this  rule  is  the 
statutory  employee  provision  which  applies  only  for  purposes  of 
FICA  and  FUTA. 

III. 

THE  1960 's — INCREASED  IRS  INVOLVEMENT 


After  the  Social  Security  Act  Amendments  of  1950,  this 
area  of  the  law  attracted  little  attention  from  the  IRS  for 
several  years.   However,  by  the  late  1960's,  the  IRS  had  begun  to 
intensify  its  enforcement  of  the  employment  tax  laws.   Pre- 
viously, tax  audits  had  only  occasionally  entailed  examination  of 
employment  status  issues. 
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With  this  intensified  enforcement,  the  IRS  began  to 
reclassify  as  employees  individuals  previously  classified  as 
independent  contractors.   These  reclassifications  of  individuals 
extended  in  some  cases  to  those  individuals  historically  regarded 
as  independent  contractors  by  taxpayers  and  by  the  IRS  itself. 
Even  businesses  which  had  previously  been  audited  or  which  relied 

on  prior  IRS  rulings  and  judicial  precedent  were  being  subjected 

to  these  reclassifications. 

Not  only  was  the  IRS  changing  its  prior  positions,  but 
also  the  IRS  was  retroactively  assessing  employers  for  failure  to 
pay  FICA  and  FUTA  taxes  and  for  failure  to  withhold  income  taxes 
for  several  years  prior  to  the  reclassification.   As  a  result, 
many  businesses  were  faced  with  potentially  catastrophic  tax 
liabilities. 

The  frustration  of  employers  with  this  increased  IRS 
scrutiny  in  the  employment  tax  area  was  intensified  by  the 
uncertainty  surrounding  application  of  the  common  law  test.   The 
IRS  Manual  lists  20  factors  which  agents  were  to  analyze  and 
weigh  in  making  determinations  of  employment  status.   These 
factors  were  applied  based  on  the  peculiar  facts  of  each  case. 

In  practice,  there  was  no  way  for  employers  to  predict 
which  factors  an  agent  would  deem  most  significant.   Different 
agents  applied  the  tests  to  apparently  identical  or  similar  fact 
patterns  and  reached  different  conclusions.   Thus,  there  was  no 
way  to  predict  how  particular  cases  would  be  decided. 

The  complaints  of  employers  and  the  IRS  about  the  lack 
of  definite  guidelines  for  determining  employment  status  were 
subsequently  recognized  in  the  Comptroller  General's  Report  to 
the  Joint  Committee  on  Taxation:   Tax  Treatment  of  Employees  and 
Self -Employed  Persons  by  the  Internal  Revenue  Service:   Problems 
and  Solutions.  GGD-77-88,  at  pp.  1-10  (11/21/77)  (hereafter  cited 
as  "GAO  Report") . 

The  GAO  Report  notes  the  lack  of  guidelines  for  making 
Employee/Contractor  determinations  with  certainty  and  states: 

IRS  has  not  provided  such  guidelines.   The 
results  are  misclassif ications  of  employees 
by  employers  and  inconsistent  and  conflicting 
interpretations  of  the  common  law  rules  by 
IRS  personnel  in  different  geographic  areas. 
GAO  Report,  at  p.  9. 

The  IRS  and  the  Treasury  Department  both  acknowledged 
the  need  for  certainty  and,  in  commenting  on  the  GAO  Report, 
stated: 

There  is  a  clear  need  for  a  legislative 
solution  to  the  problem  of  determining 
whether  an  individual  is  an  employee  or  an 
independent  contractor.   Considerations  in 
choosing  the  proper  solution  include  the  need 
for  certainty  in  determinations  of  employment 
status,  the  need  to  protect  the  general 
revenues  and  the  Social  Security  Trust  Fund, 
and  the  need  to  minimize  complexity  and 
expense  for  both  taxpayers  and  the 
government.   Joint  Comments  by  IRS  and 
Treasury  on  GAO  Report,  Appendix  V  of  GAO 
Report,  at  p.  71. 

IV. 

THE  1970 'S— CONGRESS  TAKES  ACTION 

The  increased  enforcement  activity  led  to  widespread 
protests  to  Congress  that  the  reclassifications  marked  an 
unwarranted  change  of  position  by  the  IRS.   In  response. 
Congress  endorsed  the  Conference  Report  on  the  Tax  Reform  Act  of 
1976  which  urged  the  IRS  "not  to  apply  any  changed  or  any  newly 
stated  position  which  is  inconsistent  with  a  prior  general  audit 
position  in  this  general  audit  area  to  past,  as  opposed  to 
future,  taxable  years"  until  the  Joint  Committee  on  Taxation 
completed  its  study  of  the  area.   Conf.  Rep.  No.  1515,  94th 
Cong.,  2d  Sess.  489  (1976). 
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When  the  IRS  ignored  this  recommendation  and  continued 
to  reclassify  workers,  renewed  Congressional  protest  led  in  1978 
to  the  formation  of  a  House  Ways  and  Means  Committee  Task  Force 
on  Employees/ Independent  Contractors  and  to  the  submission  of 
numerous  bills  to  deal  with  the  issue  of  employment  status.   The 
Task  Force  drafted  legislation  (H.R.  14159)  to  provide  relief 
from  retroactive  reclassification  and  assessment. 

Section  530  of  the  Revenue  Act  of  1978 

The  Congress  adopted  the  task  force  bill's  provisions 
as  Section  530  of  the  Revenue  Act  of  1978  to  provide  qualifying 
taxpayers  relief  from  IRS  reclassification  until  Congress  could 
complete  its  study  of  the  area  and  pass  appropriate  legislation. 
New  Section  53  0  (which  was  not  made  part  of  the  Code)  also 
enjoined  the  IRS  from  publishing  any  regulation  or  Revenue  Ruling 
with  respect  to  the  employment  status  of  any  individual  until 
such  legislation  was  enacted. 

Section  530  relieves  taxpayers  from  all  past  tax 
liability  for  FICA  and  FUTA  taxes,  income  tax  withholding, 
penalties  and  interest,  as  long  as  the  taxpayer  had  a  reasonable 
basis  for  not  treating  an  individual  as  an  employee  and  could 
meet  certain  other  requirements.   The  taxpayer  could  satisfy  the 
reasonable  basis  test  by  relying  upon  any  appropriat'-  facts  and 
circumstances . 

harbor"  of  the  statute.   The  taxpayer  could  qualify  for  the  safe 
harbor  by  showing  that  the  treatment  of  an  individual  as  an 
independent  contractor  was  in  reliance  on  one  of  the  following: 

(1)  judicial  precedent,  published  rulings,  technical 
advice  or  a  letter  ruling  to  the  taxpayer; 

(2)  a  past  IRS  audit  in  which  there  was  no  assessment 
attributable  to  the  treatment  (for  employment  tax  purposes) 
of  the  individual  worker,  regardless  of  whether  the  audit 
addressed  the  employment  status  of  such  worker;  or 

(3)  long-standing  practice  of  a  significant  segment  of 
the  industry  in  which  the  individual  was  engaged. 

During  1979  and  1980,  Congress  was  unable  to  pass 
legislation  dealing  with  the  employment  tax  area.   As  a  result. 
Congress  twice  extended  the  effective  date  of  Section  530  until 
December  31,  1980,  and  then  July  1,  1982. 


THE  1980 'S— PROPOSALS  TO  ESTABLISH  STATUTORY  PROVISIONS 

The  need  for  certainty  in  determining  whether  an 
individual  is  an  employee  or  an  independent  contractor  generated 
various  legislative  proposals  in  1978,  1979  and  1982.   The  GAO 
Report  recommended  a  Code  amendment  with  specific  conditions 
which,  if  satisfied,  would  classify  an  individual  as  being  an 
independent  contractor  for  purposes  of  FICA  and  FUTA  taxes  and 
withholding  obligations. 

Various  bills  were  also  introduced  in  the  House  of 
Representatives,  including:  the  Independent  Contractor  Tax  Status 
Clarification  Act  of  1979  (H.R.  3245),  introduced  by  Rep. 
Gephardt  in  March  1979;  the  Independent  Contractor  Tax  Act  of 
1979  (H.R.  5460) ,  introduced  by  Rep.  Rostenkowski  in  September 
1979;  H.R.  4971  introduced  by  Rep.  Crane  in  1982;  and  H.R.  4531 
introduced  by  Reps.  Conable,  Duncan,  Frenzel,  Jenkins,  and  Martin 
in  1982. 

Most  of  the  proposals  provided  that  if  certain 
conditions  were  met,  an  individual  would  be  regarded  as  an 
independent  contractor  and  not  as  an  employee.   If  the  employment 
relationship  did  not  fit  within  the  statute's  terms,  the 
individual's  status  would  be  determined  under  the  common  law 
test.   While  the  conditions  vary  in  the  different  proposals, 
those  conditions  generally  reflect  the  concerns  found  in  the 
factors  evaluated  for  the  common  law  test. 
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Dole  Proposal — April  1982 

In  April  1982,  Sen.  Dole  introduced  the  Independent 
Contractor  Tax  Classification  and  Compliance  Act  of  1982 
(S.  2369).   This  bill  was  supported  in  most  important  respects  by 
the  IRS  and  GAO  and  various  business  groups. 

Sen  Dole's  bill,  which  was  substantially  similar  in 
most  respects  to  the  proposals  introduced  in  the  House,  provided 
that  an  individual  would  not  be  treated  as  an  employee  if  certain 
conditions  were  met.   However,  if  the  employment  relationship  did 
not  satisfy  all  of  the  statutory  conditions,  the  individual's 
status  would  be  governed  by  the  common  law  test;   The  provision 
did  not  apply  to  statutory  employees. 

In  commenting  on  Sen.  Dole's  bill.  Deputy  Director 
Stanton  of  the  GAO  stated  that  his  agency  supported  passage  of 
S.2369.   See  Independent  Contractor  Proposals:  Hearings  on  S.2369 
Before  the  Subcomm.  on  Oversight  of  the  IRS  of  the  Senate  Comm. 
on  Finance.  97th  Cong.,  2d  Sess.  125-126  (April  26,  1982)  ("1982 
Hearing") .   Assistant  Treasury  Secretary  Chapoton  said  the  IRS 
could  support  a  carefully  tailored  provision  similar  to  S.2369, 
with  certain  modifications.   See  1982  Hearing  at  103-104. 

Passage  of  TEFRA — September  1982 

Sen.  Dole's  bill  was  substantially  adopted  in  the 
Senate  Report  (No.  97-494)  to  the  Tax  Equity  and  Fiscal  Responsi- 
bility Act  of  1982  ("TEFRA") .   However,  Congress  failed  to  pass 
Sen.  Dole's  bill  or  any  of  the  other  comprehensive  measures 
designed  to  provide  an  end  to  the  controversy.   Instead,  as  part 
of  TEFRA,  Congress  extended  Section  530  indefinitely  until 
Congress  passed  definitive  legislation. 

VI. 

THE  1990 'S — RECENT  CONGRESSIONAL  ACTIVITY 

The  interest  of  the  Congress  in  the  employment  classi- 
fication area  of  the  tax  law  seemed  to  wane  after  the  enactment 
of  TEFRA.   There  was  no  substantial  Congressional  activity  in 
this  area  until  the  1st  Session  of  the  101st  Congress  convened  in 
1989. 

The  Commerce,  Consumer  and  Monetary  Affairs  Sub- 
committee ("Subcommittee")  of  the  House  Committee  on  Government 
Operations  conducted  a  hearing  on  independent  contractors  on  May 
16,  1989.   Testimony  was  received  from  representatives  of  the 
General  Accounting  Office,  the  IRS,  and  various  industry  groups. 
The  purpose  of  the  hearing  was  to  explore  methods  to  improve 
fairness  in  the  administration  of  the  independent  contractor 
rules  and  to  formulate  recommendations  to  improve  efficiency  in 
this  area. 

Report  of  the  House  Government  Operations  Committee 

The  Subcommittee  submitted  a  report  of  its  findings  to 
the  Committee  on  Government  Operations.   The  Government 
Operations  Committee  ("Committee")  generally  approved  and  adopted 
this  report  as  its  Twenty-Sixth  Report  ("Report"),  titled  "Tax 
Administration  Problems  Involving  Independent  Contractors."   The 
Report,  published  on  November  9,  1990,  specifically  recognized 
that  the  twenty  common  law  factors  used  by  IRS  to  make 
classification  decisions  are  "extremely  subjective  and  are  often 
inconsistently  applied  by  IRS."   The  Committee  recommended  that 
IRS  and  representatives  from  the  private  sector  discuss  revising 
the  common  law  test  to  make  it  clearer  and  less  subjective. 

It  is  significant  to  note  that  although  the  Report 
concluded  that  the  common  law  factors  should  be  addressed  in  an 
effort  to  make  them  more  objective  and  predictable,  there  was  no 
suggestion  that  they  should  be  abandoned.   This  approach  is 
consistent  with  the  legislative  proposals  introduced  between 
1978-1982  which  would  have  provided  a  statutory  test  to  establish 
noneroployee  status  but  which  would  have  retained  the  common  law 
rules  for  those  situations  which  did  not  fit  within  the  statute. 
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Introduction  of  H.R.  5011 — Early  1992 

The  Subcommittee  hearing  and  the  subsequent  issuance  of 
the  Report  evidenced  renewed  Congressional  interest  for 
addressing  the  employee-independent  contractor  classification 
area.   This  interest  led  to  the  introduction  by  Representative 
Doug  Barnard,  the  Subcommittee  chair,  of  H.R.  5011,  the 
Employment  Tax  Improvement  Act,  during  the  2d  Session  of  the  102d 
Congress. 

H.R.  5011  proposed  the  addition  of  new  Code  §3510  which 
would  essentially  incorporate  the  existing  safe  harbors  of 
Section  530  and  make  them  permanent,  with  the  important  exception 
that  the  prior  audit  safe  harbor  would  generally  not  prohibit  the 
IRS  from  prospectively  reclassifying  certain  workers  as  employees 
instead  of  independent  contractors.   Presumably,  classification 
decisions  not  governed  by  new  §3510  would  be  made  under  the 
common  law  test.   No  action  was  taken  on  this  bill. 


THE  CLINTON  PLAN 

Employment  Status  Features 

During  the  1992  presidential  campaign.  President 
Clinton  promised  that  a  major  initiative  of  his  Administration 
would  be  to  implement  sweeping  reforms  of  the  health  care  system 
in  the  United  States.   Soon  after  his  inauguration.  President 
Clinton  established  the  Task  Force  to  carry  out  his  promise. 
After  months  of  intense  deliberation  by  the  Task  Force,  a  2  39- 
page  draft  of  the  Clinton  Plan  began  circulating  in  V'Jashington 
during  the  early  summer  of  1993. 

Oiie  feature  of  that  draft  provided  that  an  employer 
must  pay  a  portion  of  an  employee's  health-care  costs.   This 
employer  mandate  was  supported  by  a  second  feature  which  stated 
that  an  independent  contractor  who  received  more  than  0  0%  of  his 
annual  income  from  one  firm  would  be  treated  as  an  employee  of 
that  firm. 

Various  groups  expressed  strong  opposition  to  that 
second  feature.   Those  groups  included  the  Independent  Bakers 
Association  ("IBA")  and  the  Independent  Contractor  Coalition 
("ICC"),  a  joint  effort  of  the  National  Federation  of  Independent 
Businesses  and  the  Small  Business  Legislative  Council.   Both  the 
IBA  and  the  ICC  pointed  out  that  the  "80%  Rule"  would  arbitrarily 
convert  many  independent  contractors  into  employees.   The  IBA  and 
the  ICC  emphasized  the  critical  roles  played  by  independent 
contractors  in  the  economy  and  explained  that  this  arbitrary  rule 
threatened  the  viability  of  independent  contractors  generally. 
On  September  28,  representatives  of  these  groups  met  with  Ira 
Magaziner,  Senior  Policy  Adviser  to  the  President,  and  were  told 
that  the  80%  Rule  would  not  be  in  the  final  version  of  the 
Clinton  Plan. 

Several  weeks  later  in  October,  the  Task  Force  issued 
the  Clinton  Plan.   The  80%  Rule  had  indeed  been  omitted,  but 
included  in  the  Clinton  Plan  is  a  section  titled  "Employment 
Status  Provisions."   These  employment  status  provisions  propose 
extensive  amendments  to  the  Code.   These  amendments  would: 

(1)   grant  the  IRS  broad  authority  to  prescribe 
regulations  setting  out  rules  for  determining  employ- 
ment status.   The  IRS  would  have  the  authority  through 
these  regulations  to  eliminate  the  common  law  test,  as 
well  as  any  prior  guidelines  published  by  the  IRS  or 
adopted  by  the  courts;  and 
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(2)   substantially  alter  Section  530  and  incorpo- 
rate that  altered  provision  into  the  Code.  These 
alterations  would: 

(A)  eliminate  the  reasonable  basis 
test; 

(B)  narrow  the  safe  harbor  in  a  manner 
which  would  significantly  restrict  its  avail- 
ability. For  instance,  a  business  could  rely 
upon  the  prior  audit  safe  harbor  only  if  the 
employment  status  of  the  worker  or  a  similar- 
ly situated  worker  was  addressed  in  the  audit 
without  change;  and 

(C)  authorize  the  IRS  to  deny  the 
protection  of  the  safe  harbor  to  a  taxpayer 
simply  by  issuing  a  written  determination 
that  certain  workers  should  be  treated  as 
employees. 

Analysis  of  Employment  Status  Provisions 

The  employment  status  provisions  are  truly  revolu- 
tionary.  First,  the  provisions  would  permit  the  IRS  to  establish 
the  rules  for  determining  whether  an  individual  is  an  employee  or 
an  independent  contractor.   As  noted  above  in  this  memorandum, 
overzealous  enforcement  activity  by  the  IRS  generated  much  of  the 
controversy  surrounding  the  employment  status  matter.   To  now 
authorize  the  IRS  to  make  the  rules  clearly  defies  Congress's 
stated  intent  to  limit  IRS  authority  in  this  area.   Given  the 
fact  that  this  authority  is  granted  as  part  of  health  care  reform 
legislation,  it  can  be  anticipated  that  the  IRS  would  be 
pressured  to  make  rules  which  significantly  limit  the  opportunity 
to  establish  independent  contractor  status. 

Second,  any  IRS  rules  would  override  the  common  law 
rules  and  other  existing  precedent  for  determining  employment 
status.   As  noted  above,  Congress  has  long  expressed  the  desire 
to  utilize  the  common  law  rules  for  determining  employment 
status,  and  although  Congress  has  perceived  the  need  for  more 
certainty  in  the  applicable  rules,  the  various  legislative 
proposals  made  over  the  years  would  not  have  eliminated  the 
common  law  rules.   But,  notwithstanding  this  Congressional 
preference,  the  Clinton  Plan  provisions  would  authorize  the  IRS 
to  undo  the  common  law  rules. 

Third,  the  Section  530  framework  which  Congress  estab- 
lished to  balance  the  interests  of  the  IRS  and  the  interests  of 
taxpayers  would  be  destroyed.   The  taxpayer's  opportunity  to  show 
a  "reasonable  basis"  for  classification  decisions  would  be  elimi- 
nated.  The  safe  harbor  embodied  in  Section  530  v;ould  be  dramati- 
cally diminished.   And,  the  remaining  statutory  protection 
provided  by  the  Clinton  Plan  could  be  easily  taken  away  by  the 
IRS.   The  end  result  would  be  essentially  no  taxpayer  protection 
against  retroactive  reclassifications  of  employees — in  other 
words,  a  return  of  the  situation  which  existed  prior  to  the 
enactment  of  Section  53  0. 

In  its  attempt  to  reform  health  care,  the  Task  Force 
has  proposed  profound  changes  in  an  unrelated  and  controversial 
area  of  the  tax  law.   Disturbingly,  the  final  provisions,  which 
differ  significantly  from  the  draft  proposal,  would  overturn 
decades  of  Congressional  expression  and  intent.   It  is  not  clear 
why  the  Task  Force  felt  such  a  dramatic  proposal  was  necessary  or 
appropriate  to  accomplish  its  mandate. 

It  appears  likely  that  the  employment  status  provisions 
were  presented  to  the  Task  Force  by  the  Treasury  Department  in  an 
attempt  to  preempt  Congress  in  the  complex  employment  status 
area.   The  last-minute  inclusion  of  these  provisions  indicates 
that  they  were  not  thoughtfully  considered  by  the  Task  Force. 
The  inclusion  of  these  provisions  raises  the  question  whether  the 
Task  Force  members  (more  oriented  to  health  care  policy  than  to 
tax  policy)  really  understood  the  revolutionary  nature  and  scope 
of  the  employment  status  provisions. 
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VIII. 
CONCLUSIONS 

Based  on  this  review  of  the  history  of  employment  tax 
law  and  the  accompanying  analysis  of  the  Clinton  Plan,  the  IBA 
and  the  ICC  offer  the  following  conclusions. 

(1)  The  determination  whether  an  individual  is  an 
employee  or  an  independent  contractor  is  a  complex  area  of 
employment  tax  law.   This  area  of  the  tax  law  has  proven  to  be 
exasperating  to  taxpayers,  the  IRS,  and  Congress  and  has 
generated  enormous  controversy  during  the  1960's,  1970's,  I980's, 
and  into  the  1990 's. 

(2)  While  recognizing  the  need  to  legislate  more 
certainty  into  the  process  of  determining  employment  status. 
Congress  has  expressed  an  intent  to  maintain  the  existing  common 
law  rules. 

(3)  Congress  established  Section  530  as  a  framework  to 
balance  the  interests  of  the  IRS  and  the  interests  of  taxpayers. 

(4)  Tiie  employment  status  provisions  are  a  misguided 
and  unnecessary  feature  of  the  Clinton  Plan.   By  including  this 
f<;ature,  thp  Tnsk  Force  ventures  into  an  extraneous  and  rancorous 
issue  of  great  complexity.   This  venture  invites  added  resistance 
to  the  process  of  health-care  reform.   There  is  no  need  to  risk 
health-carr-  reform  because  of  this  unnecessary  feature  in  the 
Clinton  Plan. 

(5)  The  IBA  and  the  ICC  strongly  urge  that  the  employ- 
ment status  provisions  not  be  accepted  as  part  of  any  mo.asuvo 
agreed  to  by  Congress. 
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TESTIMONY  OF  INDEPENDENT  CONTRACTOR  ASSOCIATION  OF  AMERICA,  INC. 

The  Independent  Contractor  Association  of  America,  Inc.  (the  "ICAA")  is  a  newly  formed 
national  association  dedicated  to  the  preservation  of  independent  contractor  status.  A  major 
impetus  for  the  formation  of  the  ICAA  was  the  proposed  changes  to  the  rules  for  determining  who 
is,  and  who  is  not,  an  independent  contractor  contained  in  the  Administration's  Health  Security  Act 
proposal  (the  "HSA").  ICAA  members  consist  of  individuals  working  as  independent  contractors 
and  businesses  that  purchase  services  from  independent  contractors. 

The  ICAA  opposes  the  provisions  contained  in  the  HSA  that  would  modify  the  rules  for 
determining  an  individual's  status  for  purposes  of  health  care  coverage  and  for  federal  income  tax 
and  employment  tax  purposes,  because  such  provisions: 

♦  would  provide  no  enforceable  assurance  that  long-standing  legitimate  independent 
contractor  relationships  would  retain  their  independent  contractor  status  under  the  HSA; 

♦  would  unnecessarily  repeal  section  530  of  the  Revenue  Act  of  1978;  and 

♦  would  introduce  confusion  and  uncertainty  into  the  market  for  freelance  talent. 

I.  The  Absence  Of  Any  Enforceable  Assurance  That  Existing  Legitimate  Independent 
Contractor  Arrangements  Would  Survive  The  HSA 

The  ICAA  respectfully  submits  that  the  Treasury  Department  harbors  too  strong  an 
institutional  bias  against  independent  contractor  status  to  be  given  discretion  to  devise  a  new 
definition  of  "employee."  The  bias  was  explicitly  recognized  by  the  Congress  when  it  enacted 
section  530  of  the  Revenue  Act  of  1978.  To  be  sure,  section  530(d)  specifically  prohibits  the 
Treasury  Department  (including  the  Internal  Revenue  Service)  from  publishing  any  regulation  or 
Revenue  Ruling  "clarifying  the  employment  status  of  individuals."  It  is  submitted  that  the 
Treasury  Department's  institutional  bias  has  not  waned  over  the  years,  but,  if  anything,  has  recently 
become  more  pronounced.  Hence,  to  permit  the  Treasury  Department  to  redefine  "employee" 
status  is  tantamount  to  providing  for  the  ultimate  elimination  of  independent  contractor  status. 

Treasury  Assistant  Secretary  for  Tax  Policy,  Leslie  Samuels,  while  testifying  with  respect 
to  the  HSA  before  this  Committee  yesterday  (February  8, 1994),  stated  that  the  Treasury 
Department  would  not  radically  change  the  test  under  cunent  law  for  determining  a  worker's 
status.  However,  when  asked  repeatedly  whether  he  could  provide  any  assurance  to  that  effect, 
Mr.  Samuels  stated  only  that: 

1.  the  HSA  would  retain  the  statutory  independent  contractor  status  provided  direct  sellers  and 
Realtors  under  Internal  Revenue  Code  section  3508; 

2.  the  HSA  would  require  the  Treasury  Department  to  "give  significant  weight  to  the  common 
law  applicable  in  determining  the  employer-employee  relationship;" 

3.  the  Treasury  Department  would  anticipate  the  Congress  providing  extensive  guidance  in  the 
form  of  legislative  history,  which  the  Treasury  would  assiduously  follow;  and 

4.  the  Treasury  Regulations  containing  the  new  rules  would  be  prospective,  and  effective  only 
for  periods  beginning  no  earlier  than  6  months  after  the  date  such  regulations  are 
promulgated  as  final  regulations. 

It  is  submitted  that  the  Assistant  Secretary's  response  provides  woefully  inadequate  assurance  to 
the  individuals  and  businesses  that  are  economically  dependent  on  the  continued  viability  of 
independent  contractor  status.  Each  of  the  Assistant  Secretary's  points  is  analyzed  below. 

I.  The  HSA  would  retain  the  statutory  independent  contractor  status  provided 
direct  sellers  and  Realtors  under  Internal  Revenue  Code  section  3508. 

While  direct  sellers  and  Realtors  are  no  doubt  elated  with  the  retention  of  section  3508 
under  the  HSA,  for  all  other  industries  those  provisions  are  of  absolutely  no  help.  We  believe, 
however,  that  both  of  the  statutorily  protected  industries,  the  direct  sellers  and  Realtors,  would  also 
prefer  that  the  worker  classification  rule  changes  proposed  by  the  HSA  be  eliminated. 
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2.  The  HSA  would  require  the  Treasury  Department  to  "give  significant 
weight  to  the  common  law  applicable  in  determining  the  employer-employee 
relationship." 

If  taxpayers  were  to  challenge  the  Treasury  Department's  new  definition  of  "employee"  as 
overly  broad,  it  is  difficult  to  predict  how  a  court  would  interpret  the  statutory  mandate  that 
"significant  weight"  be  given  to  the  common  law  test.  It  seems  clear  that  "significant  weight" 
could  be  given  to  the  common  law  without  the  common  law  be  adopted.  Thus,  the  critical  issue 
raised  by  such  a  requirement  involves  the  extent  to  which  the  Treasury  Department  definition  of 
"employee"  could  deviate  from  the  common  law  test  without  running  afoul  of  its  statutory 
mandate. 

From  a  pragmatic  standpoint,  the  ICAA  believes  that  taxpayers  would  face  a  near 
insuperable  burden  in  successfully  challenging  any  Treasury  Department  definition  of  "employee" 
that  reflected  some  lineage  to  the  common  law.  Requiring  only  that  "significant  weight"  be  given 
to  the  common  law  test  provides  no  quantifiable  protection  to  taxpayers,  and  leaves  independent 
contractor  status  far  too  vulnerable.  The  ICAA  submits  that  such  a  requirement  provides 
inadequate  assurance  that  the  Treasury  Department  would  not  define  employee  in  such  a  way  as  to 
include  within  its  purview  many  long-standing,  legitimate  independent  contractor  arrangements. 

3.  The  Treasury  Department  would  anticipate  the  Congress  providing 
extensive  guidance  in  the  form  of  legislative  history,  which  the  Treasury  would 
assiduously  follow. 

The  United  States  Supreme  Court  has  cast  substantial  doubt  on  the  reliability  of  legislative 
history  in  molding  the  interpretation  of  a  statute.  E^,  Blanchard  v.  Bergeron,  109  S.  Ct.  939,  947 
(1988).    Nevertheless,  assuming  even  that  the  legislative  history  would  be  given  deference  by  a 
court  in  interpreting  the  HSA,  the  legislative  history  cannot  be  evaluated  until  it  is  written.  Since 
the  HSA  provisions  concerning  employee  status  are  being  offered  as  a  package  of  statutory 
provisions  and  legislative  history,  the  package  cannot  be  evaluated  on  its  merits  until  both 
components  are  presented. 

The  ICAA  submits  that  a  mere  promise  of  favorable  legislative  history  is  absolutely  devoid 
of  any  enforceable  assurance  that  legitimate  independent  contractor  relationships  would  be 
tolerated  under  the  HSA. 

4.  The  Treasury  Regulations  containing  the  new  rules  would  be  prospective, 
and  effective  only  for  periods  beginning  no  earlier  than  6  months  after  the  date 
such  regulations  are  promulgated  as  final  regulations. 

The  effective  date  of  the  new  definition  of  employee  is  irrelevant  to  the  issue  of  what  the 
new  definition  would  provide. 

n.  Unnecessary  Repeal  of  Section  530 

Section  530  of  the  Revenue  Act  of  1978  is  without  question  the  strongest  weapon  available 
to  taxpayers  for  defending  against  overly  aggressive  IRS  challenges  to  their  treatment  of  workers 
as  independent  contractors.  While  a  dispute  based  solely  on  differing  interpretations  of  the 
common  law  test  can  be  lengthy  and  —  to  the  taxpayer  —  inordinately  expensive,  in  cases  where 
relief  under  section  530  is  available,  the  dispute  can  generally  be  resolved  expeditiously. 

Many  taxpayers  could  not  afford  to  finance  a  protracted  dispute  over  the  common  law  test. 
For  such  taxpayers,  section  530  provides  their  sole  source  of  protection  against  an  IRS  challenge. 
The  HSA  would  repeal  section  530  and  replace  it  with  a  new  safe  harbor  provision  that  would  be 
more  difficult  to  satisfy  and  provide  less  protection.  Many  businesses  now  protected  under  section 
530  would  not  be  eligible  for  the  riew  safe  harbor  provision  proposed  in  the  HSA. 

The  new  safe  harbor,  unlike  section  530,  would  provide  no  protection  for  future  years.  In 
other  words,  the  new  safe  harbor  provision  would  protect  an  eligible  business  that  is  audited  by  the 
IRS  against  assessments  with  respect  to  prior  years,  but  it  would  not  protect  the  business  from 
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being  required  to  reclassify  the  affected  workers  to  employee  status  for  future  years. 
Consequently,  the  new  safe  harbor  provision  would  accommodate  a  gradual  conversion  of 
independent  contractors  to  employee  status,  albeit  without  the  service-recipient  businesses 
incurring  prodigious  assessments  in  the  process. 

As  explained  in  the  paragraphs  that  follow,  there  is  no  justification  for  the  proposed 
changes  relating  to  section  530. 

The  Joint  Committee  on  Taxation.  Description  and  Analysis  of  the  Employer  Mandate  and 
Related  Provisions  of  H.R.  3600  ("Health  Security  Act")  (JCS-1-94)  102,  February  2,  1994  ("Joint 
Committee  Report"),  states  that  the  HSA  would  modify  the  rules  for  determining  a  worker's  status 
in  order  to  prevent  businesses  from  converting  existing  employees  to  independent  contractor 
status. 

One  of  the  significant  changes  the  HSA  would  make  to  the  worker  classification  rules  is  that 
it  would  repeal  section  530.  What  makes  this  change  remarkable  is  that  section  530  provides 
absolutely  no  protection  with  respect  to  any  worker  who  has  been  "treated  ...  as  an  employee  for  any 
period."  Section  530(a)(1)(A).  Section  530  protection  is  also  denied  with  respect  to  the: 

treatment  of  any  individual  for  employment  tax  purposes  ...  if  the  taxpayer  (or 
predecessor)  has  treated  any  individual  holding  a  substantially  similar  position  as  an 
employee  for  purposes  of  employment  taxes  for  any  period  beginning  after  December 
31,  1977. 

Section  530(a)(3)  (Emphasis  added).  Inasmuch  as  the  worker  classification  rule  changes  are 
intended  to  prevent  a  business  from  converting  existing  employees  to  independent  contractor  status, 
the  proposed  repeal  of  section  530  is  mystifying.  As  just  demonstrated,  section  530  denies 
protection  in  such  cases.  It  follows,  therefore,  that  the  HSA  would  repeal  section  530  in  order  to 
accomplish  some  objective  foreign  to  health  care  reform. 

Because  of  the  dramatic  impact  the  proposed  changes  relating  to  section  530  would  have  on 
businesses  that  depend  on  independent  contractors,  and  the  utter  absence  of  any  discernible 
justification  for  such  proposed  changes,  the  ICAA  urges  that  section  530  be  left  alone. 

m.  High  Anxiety  For  The  Self-Employed 

The  proposed  changes  to  the  worker  classification  rules  would  discourage  businesses  from 
entering  into  arrangements  with  independent  contractors.  By  permitting  the  Treasury  Department  to 
modify  the  rules  for  distinguishing  employees  from  independent  contractors,  the  HSA  would  impose 
a  looming  uncertainty  over  all  independent  contractor  arrangements. 

Businesses  would  not  know  when  the  rules  would  be  changed,  and  they  would  not  know 
what  the  new  rules  would  provide.  Businesses  would  likely  react  by  reducing  their  reliance  on 
independent  contractors.  It  is  submitted  that  such  a  consequence  would  be  damaging  to  the  nation's 
economy,  in  addition  to  being  demoralizing  to  the  droves  of  individuals  who  have  been  victims  of 
large  corporate  "downsizings"  and  have  vowed  to  remain  independent  in  order  to  increase  control 
over  their  economic  destiny. 

The  ICAA  submits  that  the  independent  contractor  sector  of  the  economy  should  be 
nurtured,  not  bludgeoned.  Because  of  the  adverse  impact  the  worker  classification  changes 
contained  in  the  HSA  would  have  on  an  individual's  right  to  work  as  an  independent  contractor  and 
on  a  business's  right  to  engage  an  independent  contractor  --  and  the  absence  of  compelling  reasons 
for  such  changes,  the  ICAA  opposes  such  provisions. 

Respectfully  submitted, 

Russell  A.  Hollrah 


512 

Cougrc£(£(  of  tijc  tHuitcb  ^tatci 

%}o\iit  of  JKcprc£tcutntiUc{( 
aaasljington.  SC  20515 


Statement  of  Rep.  Tom  Lantos 

Before  the  Subcommittee  on  Select  Revenue  Measures 

Committee  on  Ways  and  Means 

February  8,  1994 


Thank  you,  Mr.  Chairman,  it  is  a  pleasure  for  me  to  testify  again  before  your 
Subcommittee  on  an  issue  of  great  importance  to  me—  the  misclassification  of 
employees.  As  we  all  know,  the  President's  health  care  proposal,  of  which  I  am  a 
sponsor,  would  require  businesses  to  help  pay  their  employees'  health  coverage.  This 
leaves  the  critical  questions:  Who  is  an  employee?  And  how  should  employers 
distinguish  between  employees  and  independent  contractors  for  whom  employers  will 
not  have  to  provide  health  benefits? 

In  the  70's,  Congress  enacted  Section  530  which  provides  several  safe  harbors 
for  employers  to  escape  IRS  assessments  for  past  misclassification  and  to  permit 
continued  misclassificalion  in  the  future.  If  Section  530  does  not  apply,  the 
determination  of  whether  an  employer-employee  or  independent  contractor 
relationship  exists  is  made  under  a  very  subjective  20  factor  common  law  test. 

Strong  evidence  suggests  that  the  current  means  for  determining  employment 
status  has  had  several  negative  effects:  one,  Section  530  safe  harbors  results  in 
similarly  situated  employers  being  treated  very  differentially  under  tax  law;  two, 
misclassification  allows  -  and  actually  encourages  -  businesses  to  undercut 
competitors  through  unfair  practices;  three,  misclassification  leaves  workers  exploited 
and  unprotected;  and  four  -  surely  an  issue  of  prime  importance  to  all  of  us- 
misclassification  deprives  the  Federal  government  of  significant  revenue. 

The  misclassification  of  workers  is  not  a  small  problem.  The  IRS  reported  that 
in  1984  one  in  seven  employers  misclassified  some  three  million  workers  with  $16 
billion  In  compensation.  The  Social  Security  system,  state  unemployment  funds  and 
the  general  treasury  are  aM  losing  money.  More  significantly,  these  estimates, 
according  to  the  IRS,  ...  "are  conservative.  They  represent  einployers  with 
employment  tax  filing  requirements  but  do  not  include  withholding  and  employment 
tax  noncompliance  for  employers  who  are  completely  noncomplianl  with  employment 
taxes  regulations."  In  other  words,  these  estimates  do  not  include  the  submerged 
bulk  of  the  iceberg,  the  willful  violators. 

The  incentives  to  misclassify  workers  as  independent  contractors  are  huge.  An 
employer  who  misclassifies  a  worker  as  an  independent  contractor  instead  of  an 
employee  escapes  many  obligations,  including  paying  half  of  Social  Security  tax, 
unemployment  tax,  workers  compensation  insurance,  withholding  income  taxes  and 
providing  benefits  such  as  vacation,  sick  and  family  leave,  health  and  life  insurance, 
pensions,  etc.,  by  passing  these  obligations  on  to,  in  many  cases,  unknowing 
workers. 

As  Chairman  of  the  House  Government  Operations  Subcommittee  on 
Employment  and  Housing,  I  have  seen  the  devastating  effects  on  workers  who  are 
misclassified  as  independent  contractors.  The  loss  of  financial  benefits  and  of  the 
many  protections  which  are  provided  to  employees  can  be  catastrophic  in  cases  of 
illness,  unemployment  and  retirement.  I  certainly  agree  with  and  recognize  the 
nppioprinio  niul  v.ilunhlo  rolos  of  many  who  work  as  indcpcndnni  contractors.  It  is 
tiie  misuse  of  the  independent  contractor  status  and  its  serious  adverse  effects  on 
both  employer  and  workers  that  concern  me. 
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My  colleague,  Congressman  Chris  Shays,  and  I  have  introduced  legislation  (H.R. 
3069)  in  an  effort  to  remedy  some  of  the  abuses  by  employers  that  occur  in 
determining  a  worker's  employment  status.  The  President  recognizes,  and  I  agree, 
that  health  care  reform  will  make  it  imperative  to  develop  clearer  rules  for  determining 
the  employment  status  of  all  workers. 

I  have  long  advocated  repealing  the  safe  harbor  provisions  of  Section  530  and 
permitting  the  Department  of  Treasury  to  define  the  term  "employee"  by  regulation 
and  these  provisions  are  contained  in  Sections  7301-7303  of  the  President's  Health 
Security  Act.  These  important  changes  in  law  would  improve  revenue  collections, 
reduce  the  incidence  of  inequitable  tax  administration,  assist  legitimate  businesses, 
and  help  to  implement  the  economic  safety  net  we  want  for  our  workforce.  These 
changes  will  also  minimize  the  administrative  and  compliance  burden  on  firms  and 
make  it  more  difficult  for  employers  to  avoid  the  obligation  to  pay  health  care 
premiums  or  inappropriately  take  advantage  of  premium  discounts. 

I  can  assure  you  that  as  we  move  down  the  road  toward  employer  mandated 
health  care,  the  incentives  to  misclassify  workers  by  employers  will  be  even  larger. 
There  is  no  better  time  to  clarify  the  rules  for  classifying  workers.  There  is  no  better 
time  to  prevent  worker  misclassification  than  now. 


Thank  you  for  your  attention  to  this  issue. 
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The  Honorable  Charles  B.  Rangel,  Chairman 

Subcommittee  on  Select  Revenue  Measures 

Committee  on  Ways  and  Means 

U.S.  House  of  Representatives 

1 102  Longworth  House  OfiRce  Building 

Washington,  DC.  20515 


RE:      February  8  &  9,  1994  Hearings 

Tax  Provisions  in  the  Administration's  Health  Security  Act 

Dear  Chairman  Rangel: 

Thank  you  for  your  willingness  to  receive  our  comments  with  regard  to  the  Health 
Security  Act's  taxation  provisions. 


David  Kloch.  Ph.D. 

Prolf^ssional  Servicos 
Allanla.  Georgia 

Allan  B.  MorrI* 

CompDent/HealthSlream 
Louisville.  Kentucky 

Jesley  Rulf,  O.D.S. 
Smileage  Dental  Services 
Brown  Doer.  Wisconsin 

Robert  K.  Remblsz 

DentalPlus/Pennsylvania 

Blue  Shield 

Camp  Hill.  Pennsylvania 

Immediate  Past 
Dolores' A.  Kordek 
U  S.  Dental  Plan 
Phoenix.  Arizona 

Executive  Director 
Evelyn  Ireland 


Dental  benefits  are  partially  included  in  the  core  benefits  package  of  the  Health 
Security  Act.  Emergency  care  is  included  for  adults  and  children  while  broad 
dental  benefits  are  included  only  for  children.  This  makes  adult  dental  benefits  a 
supplemental  benefit  and  potentially  nondeductible  to  employers  and  taxable 
income  to  employees.  While  the  administration's  proposal  does  not  eliminate  the 
deductibility  of  benefits  in  excess  of  the  core  benefit  package  for  employers  until 
2004,  it  is  critical  to  understand  the  impact  of  any  loss  of  deductibility  of  dental 
benefits  as  this  debate  moves  forward. 

First  the  Subcommittee  needs  to  be  aware  of  the  extent  of  dental  benefit  coverage 
in  the  United  States.  According  to  a  Foster  Higgins  survey,  9  out  of  10  employers 
with  100  or  more  employees  offer  dental  benefits  coverage.  A  1991  US  Chamber 
of  Commerce  survey  found  that  76%  of  employers  of  all  sizes  offer  and  51%  of  all 
employers  pay  for  dental  benefits.  Through  these  broad  offerings  and  individual 
purchase  of  dental  benefits,  roughly  115  million  people  in  the  US.  have  dental 
coverage. 

While  this  certainly  leaves  a  broad  segment  of  the  market  uncovered,  generally 
individuals  who  do  not  take  advantage  of  employer  oflFerings  of  dental  benefits  are 
those  who  feel  that  the  purchase  of  routine  care  is  within  their  means  On  the 
other  hand,  those  with  coverage  cite  the  need  for  such  coverage  to  provide  routine 
and  specialty  care  for  themselves  and  their  children. 


As  the  Administration's  plan  and  competing  health  reform  proposals  are  currently 
drafted,  as  many  40,000,000  of  those  covered  could  lose  their  dental  benefits  in  a 
reformed  health  care  system.  A  Hewitt  Associates  survey  of  357  employee  benefit 
managers  at  medium  to  large  employers  found  that  35%  were  "not  at  all  likely"  to 
continue  dental  benefits  if  such  benefits  lose  their  deductibility  If  one-third  of 
those  who  have  found  it  beneficial  to  provide  coverage  are  almost  certain  to  drop 
them  when  tax  deductibility  is  eliminated,  it  is  unlikely  that  other  employers  are 
going  to  start  offering  dental  benefits  as  health  care  reform  is  implemented. 


Since  dental  benefits  are  not  fully  included  in  the  core  benefits  package,  dental 
benefits  will  suffer  adverse  tax  consequences  when  tax  deductibility  of  benefits  in 
excess  of  the  core  benefits  package  is  eliminated  in  2004.  Prior  to  that  time,  we  are 
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gravely  concerned  that  many  more  employers  will  find  the  cost  of  the  basic 
package  under  an  employer  mandate  an  impediment  to  continuing  or  initially 
ofiFering  dental  coverage.  The  combination  of  cost  and  potential  adverse  tax 
consequences  places  the  continuation  of  current  dental  benefits  as  well  as  the 
expansion  of  dental  benefits  to  Ihe  135,000,000  Americans  without  coverage  in 
jeopardy. 

The  purpose  of  eliminating  the  tax  deductibility  of  benefits  beyond  the  basic 
package  is  to  discourage  excessive  coverage.  I  think  you  will  agree  that  its  effect 
on  dental  benefits  is  other  then  intended.  The  elimination  of  tax  deductibility 
discourages  even  minimal  coverage  and  could,  indeed,  erode  the  dental  health  of 
the  nation  as  benefits  are  dropped  and  critical  basic  care  is  bypassed  Both  results 
are  contrary  to  the  aims  of  the  Administration's  plan  and  its  leading  alternatives. 
Thus,  we  urge  the  Committee  to  recommend  that  dental  benefits,  in  particular 
those  delivered  through  managed  care  mechanisms,  not  be  taxed  to  the  employer 
or  the  employee  at  any  time. 

Thank  you  for  your  consideration  of  our  comments.  I  have  attached  a  basic 
outline  of  our  position  on  taxation  of  dental  benefits.  If  the  Subcommittee,  its 
members  or  the  fidl  Committee  require  additional  information  or  detail,  please 
contact  me  at  (317)  871-7283  or  our  Washington  counsel,  "Mac"  McKenney, 
Dutko  &  Associates  at  (202)  484-4884. 


ilynF.  Ireland 
Executive  Director 


nap^ 
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National  Association  of  Prepaid  daitat  Plans 


8910  Purdue  Road,  Ste.  620  •   Indianapolis,  In.  46268   •   317  871-7283/Fax  317  871-7270 


Position  Paper 
TAX  DEDUCTIBILITY  OF  DENTAL  BENEFITS 


ISSUE:  One  of  the  issues  considered  in  "health  care  reform"  is  a  change  in  the  federal  tax 

treatment  of  premiums  paid  for  health  benefits.  Changes  suggested  include  removing  or  capping  the 
amounts  deductible  for  both  employers  and  employees  as  well  as  taxing  as  income  for  employees  the 
amounts  paid  on  their  behalf  by  employers. 


POSITION:  nap«lp  is  opposed  to  tax  revisions  that  would  discourage  employers  and  individuals 
fi-om  purchasing  dental  benefits.  Lack  of  coverage  will  postpone  preventive  treatment  and  require 
more  costly  care  at  a  later  date,  contributing  to  higher  dental  care  costs. 


REASONING:  nap<fp  is  in  favor  of  tax  revisions  that  would  provide  incentives  to  purchase 

dental  benefits,  particularly  managed  dental  care,  so  that  access  to  coverage  and  treatment  will  be 
encouraged,  dental  health  will  be  promoted,  and  treatment  costs  will  be  reduced. 

The  current  100%  federal  tax  deduction  for  employers  and  employees  should  be  maintained. 

The  current  2S%  federal  tax  deduction  for  the  self  employed,  partners,  and  small  business 
corporation  shardiolders  should  be  increased  to  100%. 

If  a  tax  cap  is  instituted  so  that  premiums  for  only  basic  dental  benefits  are  taxed,  favored 
treatment  should  be  given  to  managed  dental  care  programs  to  promote  enrollment,  reducing 
both  dollars  spent  on  premiums  and  longer  term  treatment  costs. 


RESULTS:  Reducing  tax  deductibility  of  dental  benefits  cost  would  result  in  less  purchasing  of 
dental  benefits,  less  access  to  care  and  increased  need  for  complex,  costly  procedures  as  treatment  is 
deferred. 

Broadening  the  tax  deductibility  of  dental  care  cost,  with  favored  treatment  for  purchase  of  managed 
dental  care,  would  result  in  reduction  in  dental  care  cost: 

•  premiums  for  managed  dental  care  are  20-30%  lower  than  traditional  indemnity  plans,  and 

•  prepaid  dental  plans  emphasize  prevention  and  wellness, 

•  prepaid  dental  plans  remove  the  "payment  for  production  of  procedures"  reimbursement 
structure  resuhing  in  lower  treatment  costs. 


ACTION:  Currently  11%  of  115  miUion  Americans  with  dental  coverage  are  enrolled  in 
managed  care  plans.  Tax  policy  should  work  to  increase  this  figure  and  thereby  reduce  overall  dental 
expenditures  for  this  portion  of  the  population  as  well  as  make  coverage  more  affordable  for  non- 
indigent  segments  of  the  population. 


The  NaUoral  AssoctaHMi  at  Preyal'  duital  Plans  (napifp)  Is  a  trade  association  of  dental  HMOs 
that  provide  dental  benellts  to  over  13.5  million  enrollees  in  47  states  and  ttie  District  of 
Coiumbla  throu^  ncAtMirfcs  of  over  23.000  dentists. 
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NATIONAL  CONFERENCE  OF  CPA  PRACTITIONERS 

3000  Marcus  Avenue,  Lake  Success,  NY  1 1042 
(516)  488-5400  fax:  (516)  488-5549 

December  10,  1993 


Ms.  Janice  Mays 

Chief  Counsel  and  Staff  Director 

Committee  on  Ways  and  Means 

U.  S.  House  of  Representatives 

1102  Longworth  House  Office  Building 

Washington,  D.  C.   20515 

Re:   HEALTH  REFORM  PLAN 

Dear  Ms.  Mays: 

As  Chairman  of  the  National  Tax  Committee  of  the 
National  Conference  of  CPA  Practitioners,  I  am  writing 
to  inform  your  Committee  of  our  position  regarding  the 
HEALTH  REFORM  PLAN  presently  being  considered.   Please 
submit  this  letter  as  testimony  for  the  record. 

We  oppose  inclusion  of  any  language  that  would 
change  or  modify  the  taxability  of  "S"  Corporation 
earnings  and  distributions  to  shareholders  as  defined 
in  Code  Section  1.368(c)(2),  i.e.  subjecting  them  to 
self -employment  tax  in  any  way. 

Your  assistance  in  including  our  position  in  the 
record  is  appreciated. 


Respectively  submitted, 


fymorid  K.  Boyd,  CPA( 
Chairman,  National  Tax  Committee 
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SUBMITTED  TESTIMONY 

OF 

THE  NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS 


For  Subcommittee  on  Select  Revenue  Measures 

Committee  on  Ways  and  Means 

Subject:  The  Health  Security  Act  and  Worker  Classification 

Date:  February  8.  1994 


The  National  Federation  of  Independent  Business  appreciates  this  opportunity  to  submit 
testimony  on  the  issue  of  independent  contractors.  NFIB  is  the  nation's  largest  small  business 
advocacy  organization,  representing  600,000  small  and  independent  business  owners  nationwide. 

NFIB  has  a  strong  interest  in  the  independent  contractor  issue.  We  have  actively 
participated  in  the  debate  over  the  last  decade.  NFIB  members  are  concerned  about  this  issue 
from  two  perspectives.  We  represent  both  independent  contractors  and  the  businesses  that  hire 
them.  The  issue  of  worker  classification  is  of  particular  importance  to  NFIB  members  since 
smaller  businesses  are  in  greater  need  of  the  flexibility  that  independent  contractors  provide.  In 
fact,  our  Office  of  Membership  Liaison  has  received  more  complaints  and  comments  from  our 
members  on  this  issue  than  they  have  on  any  other  tax-related  subject 

The  solution  to  this  problem,  however,  does  not  lie  in  giving  the  Internal  Revenue  Service 
(IRS)  virtually  unlimited  authority  to  classify  workers.  The  IRS  has  a  strong  institutional  bias 
against  independent  contractors,  and  it  is  likely  to  severely  limit  the  number  of  workers  who  will 
be  able  to  work  as  independent  contractors. 

The  Importance  of  Independent  Contractors 

Independent  contractors  are  men  and  women  who  have  decided  to  work  for  themselves 
instead  of  working  for  an  employer.  They  are  found  in  a  wide  variety  of  industries.  They 
usually  control  their  own  hours,  work  with  their  own  equipment,  and  are  not  subject  to  the  direct 
control  of  the  person  hiring  them.  An  independent  contractor  is  a  budding  small  business  owner. 
Deciding  to  work  as  an  independent  contractor  is  often  the  first  step  toward  establishing  a 
business  with  employees  of  its  own.  Federal  tax  law  should  not  discourage  hard-working 
Americans  from  starting  their  own  businesses  by  preventing  them  from  working  as  independent 
contractors. 

Independent  contractors  play  a  very  important  role  in  our  economy  and  in  the  operation 
of  small  businesses  across  the  country.  From  a  small  business  owner's  standpoint,  independent 
contractors  serve  a  variety  of  functions  that  are  not  easily  performed  by  employees.  They  allow 
a  small  business  owner  to  temporarily  hire  someone  with  a  skill  that  is  needed  by  the  business 
for  a  short  period  of  time  or  on  an  occasional  basis,  h  is  not  unusual  for  a  business  to  have  a 
variety  of  jobs  arise  during  the  year  that  cannot  be  handled  with  the  current  work  force  but  that 
do  not  require  hiring  an  additional  employee.  By  hiring  an  independent  contractor,  a  business 
owner  can  have  the  job  taken  care  of  quickly  without  having  to  hire  someone  that  may  have  to 
soon  be  let  go. 

Problems  with  the  Current  System  of  Classification 

NFIB's  concerns  with  the  current  independent  contractor  law  are  two-fold.  First,  NFIB 
is  concerned  that  current  law  is  so  vague  and  confusing  that  it  offers  little  guidance  to  small 
employers.  It  is  virtually  impossible  for  a  small  employer  to  determine  whether  or  not  any 
independent  contractor  working  for  the  business  is  classified  correctly  by  reading  section  530  of 
the  Revenue  Act  of  1978  and  the  20  common  law  rules.  Few  would  disagree  with  the  fact  that 
the  current  system  does  not  work. 

Small  business  owners  have  a  great  stake  in  simplifying  this  area  of  the  tax  code  because 
they  are  being  heavily  penalized  for  getting  it  wrong.  NFIB  has  been  repeatedly  contacted  by 
business  owners  who  hired  workers  they  were  certain  were  independent  contracts  only  to  have 
the  IRS  later  reclassify  them  as  employees. 
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As  this  Comminee  knows,  reclassification  of  workers  and  the  penalties  it  carries  can 
devastate  a  small  business.  NFIB  strongly  believes  that  the  tax-paying  public  should  not  be 
pfenalized  for  not  being  able  to  understand  u  rule  that  even  the  IRS  is  unable  to  apply 
consistently.  It  is  this  type  of  law  that  seriously  undermines  the  confidence  of  American  citizens 
in  the  fairness  of  the  tax  code  and  of  those  who  enforce  it. 

NFIB's  second  concern  with  the  current  uncertainties  in  the  law  is  that  it  may  seriously 
hamper  the  ability  of  entrepreneurs  to  quit  their  jobs  and  go  into  business  for  themselves  as 
independent  contractors.  Some  business  owners  are  hesitant  to  hire  independent  contractors 
because  they  are  concerned  that  these  workers  may  later  be  reclassified  by  the  IRS.  As  a  result, 
those  who  are  tired  of  the  9  to  5  lifestyle  and  want  to  be  their  own  boss  are  unable  to  find  work. 

Making  a  Bad  Situation  Worse 

Small  employers  are  very  concerned  about  the  cloud  of  vagueness  and  uncertainty  that 
envelopes  the  current  definition  of  an  independent  contractor.  They  are  even  more  concerned, 
however,  about  giving  the  IRS  the  authority  to  determine,  on  its  own.  which  workers  will  be 
independent  contractors. 

The  IRS  has  a  strong  institutional  bias  against  independent  contractors.  Independent 
contractors  make  tax  enforcement  more  difficult  because  the  taxes  they  owe  are  not  withheld. 
Independent  contractors  are  more  likely  to  under  report  income  and  overstate  deductions. 
Independent  contractors  are  sometimes  difficult  for  the  IRS  to  find.  These  compliance  problems, 
however,  are  just  that;  they  do  not  justify  severely  limiting  the  number  of  independent  contractors 
in  the  work  force. 

Worker  classification  is  a  policy  issue  of  major  public  importance.  It  is  not  a  decision 
that  should  be  left  to  the  regulatory  authority  of  an  agency.  This  issue  is  too  complicated  and 
too  important  to  our  economy  to  be  treated  in  such  an  off-handed  manner. 

Conclusion 

NFIB  strongly  believes  that  Congress  must  simplify  the  definition  of  an  independent 
contractor.  Small  employers  hiring  independent  contractors  need  to  be  able  to  determine  whether 
or  not  a  worker  will  later  be  reclassified  as  an  employee  and  the  employer  be  subject  to  penalties. 
As  long  as  employers  are  subject  to  any  tax  liability  for  incorrectly  classifying  a  worker  as  an 
independent  contractor,  they  will  be  in  need  of  a  clear,  simple  definition  of  who  the  IRS 
considers  to  be  an  independent  contractor. 

The  crafting  of  a  simpler  definition  should  not  be  left  solely  in  the  hands  of  the  IRS. 
Although  the  IRS  could  come  up  with  a  definition  that  is  much  simpler,  that  definition  could  also 
be  so  restrictive  that  it  would  noticeably  mitigate  the  positive  impact  independent  contractors 
have  on  our  economy.  The  worker  classification  debate  is  too  important  and  too  complicated  to 
try  to  resolve  it  as  part  of  a  larger  debate  on  health  care. 

Debating  the  Health  Security  Act's  treatment  of  worker  classification  will  likely  turn  out 
to  be  unnecessary  becau.se  health  care  reform  is  likely  to  be  enacted  without  an  employer 
mandate.  Without  an  employer  mandate,  the  need  for  the  IRS  to  classify  workers  dissipates. 
l^fFIB  urges  this  Committee  to  eliminate  the  employer  mandate  from  the  President's  health  care 
bill  and  address  the  issue  of  worker  classification  when  it  can  be  considered  in  greater  detail. 
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STATEMENT 

on  behalf  or  the 

S  CORPORATION  COALITION 

before  the 

SUBCOMMITTEE  ON  SELECT  REVENUE  MEASURES 

of  the 

COMMITTEE  ON  WAYS  AND  MEANS 

on  the 

SELF-EMPLOYMENT  TAX  TREATMENT  OF 

CERTAIN  S  CORPORATION  SHAREHOLDERS 

IN  THE  ADMLMSTRATION'S  HEALTH  SECURITY  ACT 

by 

Rachelle  B  Bernstein 

Bryan  P  Collins 

The  S  Corporation  Coalition  is  a  group  of  1 3  companies  from  all  over  the  country,  in  a  wide 
range  of  businesses,  that  are  concerned  with  tax  legislation  affecting  S  corporations    The 
Coalition  opposes  the  modification  to  the  self-employment  tax  treatment  of  S  corporations 
(Section  7141  of  H  R  3600  of  the  Health  Security  Act)  because  it  unfairly  discriminates  against 
certain  S  corporations  by  taxing  their  return  on  investment  as  wages,  subject  to  self-employment 
taxes  and  higher  premiums  under  the  Health  Security  Act    It  is  inappropriate  to  impose  this 
substantial  tax  increase  on  S  corporations    S  corporations  include  primarily  small  and  medium- 
sized  businesses  that  have  been  the  major  contributor  to  the  growth  of  the  U  S  economy  over  the 
last  several  years,  and  this  tax  increase  will  impede  growth 

Under  Subchapter  S  of  the  Internal  Revenue  Code,  an  S  corporation's  earnings  are  subject  to  only 
one  level  of  tax,  at  the  shareholder  level,  rather  than  being  taxed  at  the  corporate  level  and  again 
when  income  is  distributed  to  shareholders    A  shareholder-employee,  however,  is  separately 
taxed  on  his/her  income  from  services  performed  by  the  shareholder-employee  because  the 
corporation  pays  (or  is  deemed  to  have  paid)  salary  to  such  person.  For  S  corporations,  net 
earnings  after  reduction  for  wages  is  deemed  to  be  distributed  to  individual  shareholders,  and  tax 
is  imposed  on  those  earnings  even  if  the  earnings  are  reinvested  in  the  business    However,  the 
result  of  the  Administration's  proposal  in  the  Health  Security  Act  is  to  tax  a  shareholders'  return 
on  his  investment  as  wages,  which  violates  the  basic  tax  principle  distinguishing  capital  income 
from  labor  income 

President  Clinton's  health  care  reform  bill  —  the  Health  Security  Act  ~  would  extend  self- 
employment  taxes  to  the  income  that  flows  through  from  certain  service-oriented  S  corporations 
As  a  result  of  this  modification,  S  corporation  shareholder-employees  in  the  specified  service 
industries  would  pay  self-employment  taxes,  including  the  2  9%  self-employment  tax  for 
Medicare,  on  the  earnings  of  the  corporation,  in  addition  to  the  employment  taxes  imposed  on 
their  salaries    This  tax  will  fall  on  the  earnings  of  S  corporations  that  in  many  instances  would 
otherwise  be  reinvested  in  the  business  -  to  buy  a  new  machine,  to  hire  a  new  employee  or  to 
expand  the  business.   An  example  illustrating  the  effect  of  this  proposal  is  included  in  the 
Appendix. 

We  understand  that  the  Treasury  Department  has  suggested  that  this  provision  is  necessary  to 
prevent  S  corporation  shareholder-employees  from  artificially  lowering  their  compensation  in 
order  to  reduce  their  self-employment  taxes    This  provision,  however,  is  overiy  broad  and  is  not 
needed  to  police  the  perceived  abuse  that  might  be  undertaken  by  at  most  a  small  group  of 
aggressive  taxpayers    Specifically,  this  provision  applies  to  all  S  corporations  involved  in  cenain 
service  mdustnes  without  regard  to  whether  they  engage  in  this  aggressive  tax  planning    As  a 
result.  It  will  unfairly  penalize  a  large  group  of  S  corporation  shareholder-employees  that  are  paid 
adequate  wages  and  pay  the  appropriate  amount  of  self-employment  taxes  in  order  to  prevent  a 
small  group  of  aggressive  taxpayers  from  abusing  the  system    Furthermore,  the  Internal  Revenue 
Service  already  possesses  the  necessary  weapons  to  combat  this  abuse    For  just  a  sampling  of  the 
Service's  successftil  monitoring  of  this  area,  see  Revenue  Ruling  74-44,  1974-1  CB  287,  Radtke 
v  US.  712  F  Supp   143  (ED  Wis.  1989),  CD  Ulrich.  Ltd  v  US,  692  F  Supp   1053  (D 
Mmn   1988),  Spicer  Accounting,  Inc  v  U  S  ,  918  F2d  80  (9th  Cir   1990),  and  the  discussion  in 
Eustice  and  Kuntz,  Federal  Income  Taxation  of  S  Corporations  (3rd  Edition,  Warren,  Gorham  &. 
Lamont.  1995)1111  02 
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The  S  Corporation  Coalition  believes  the  additional  tax  on  earnings  as  proposed  by  the  Health 
Security  Act  will  hinder  expansion  by  small  business  because  less  income  will  be  available  for 
reinvestment    Many  of  the  businesses  that  would  be  negatively  impacted  by  this  provision  already 
face  a  substantial  tax  increase  from  the  1993  Tax  Act    In  addition,  this  proposal  will  not  further 
sound  tax  policy  or  administration  because  it  will  inappropriately  penalize  taxpayers  that  are  not 
engaging  in  the  perceived  abuse 

The  Health  Security  Act  also  would  include  the  non-wage  income  of  these  S  corporations  as 
wages  for  purposes  of  determining  the  maximum  health  care  premiums  the  business  must  pay 
under  the  Health  Security  Act    This  would  result  in  a  substantial  increase  in  the  health  care 
premiums  that  an  S  corporation  would  have  to  pay  for  all  of  its  employees  and  is  inappropriate 
An  example  illustrating  the  effect  of  this  proposal  is  included  m  the  Appendix 

The  S  Corporation  Coalition  respectfully  requests  that  the  Committee  carefully  study  the  impact 
of  this  proposal  to  tax  earnings  of  a  business  as  wages  on  small  business  and  reject  it    The 
Coalition  believes  this  proposal  is  unfairly  targeted  to  small  businesses  and  will  harm  capital 
formation 
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APPENDIX 


Example  of  Effect  ofChanye  in  Definition  of  Wages  on  Income  Available  for  Reinvestment 
in  an  S  Corporation 


Suppose  an  S  corporation  engaged  in  a  service  business  employs  50  people,  each  of  whom 
generate  $10,000  of  income  in  excess  of  his/her  salary  and  other  expenses    Assume  further  that 
all  of  the  stock  of  the  S  corporation  is  owned  by  one  individual  that  has  worked  in  the  business 
for  years  and  she  generates  $100,000  of  income  for  the  corporation    Also  assume  that  she  has 
consistently  been  paid  compensation  of  $100,000  from  the  corporation    Finally,  assume  that  the  S 
corporation  only  makes  distributions  to  the  shareholder  that  are  necessary  to  enable  her  to  pay  her 
taxes  -  all  remaining  amounts  are  reinvested  in  the  business    This  S  corporation  would  have 
$500,000  in  taxable  income  after  the  deductions  for  wages    Prior  to  the  Tax  Act  of  1993.  the 
corporation  would  have  had  to  distribute  approximately  $155,000  to  the  shareholder  to  enable  her 
to  pay  her  taxes  on  the  income  of  the  corporation  (3 1%  of  $500,000),  leaving  $345,000  to 
reinvest  in  the  business  '    After  the  Tax  Act  of  1993,  the  corporation  would  have  to  distribute 
approximately  $200,000  to  the  shareholder  to  enable  her  to  pay  her  taxes  on  the  income  of  the 
corporation  (40%  of  $500,000),  leaving  $300,000  to  reinvest  in  the  business    In  addition,  the 
shareholder-employee's  $100,000  compensation  would  be  subject  to  higher  self-employment 
taxes    If  the  Health  Security  Act  extends  the  self-employment  taxes  to  the  income  of  the 
corporation,  the  corporation  would  have  to  distribute  approximately  $215,000  to  the  shareholder 
to  enable  her  to  pay  her  taxes  on  the  income  of  the  corporation,  leaving  $285,000  to  reinvest  in 
the  business    This  would  be  the  case  even  though  this  shareholder-employee  did  not  engage  in  the 
abuse  feared  by  the  Treasury  Department 


Example  of  Effect  ofChanee  in  Definition  of  Wages  on  Health  Care  Premiums 

Suppose  a  business  has  50  employees  that  each  earns  $20,000,  and  each  is  married  with  children 
Suppose  also  that  this  business  happens  to  be  an  S  corporation  with  one  owner  that  is  actively 
engaged  in  the  business  and  receives  a  salary  of  $75,000    Finally,  suppose  that  after  paying  total 
salaries  of  $1,075,000  as  well  as  other  expenses  the  business  generates  $325,000  of  profit 

Under  Section  6123(0  of  the  Health  Security  Act,  the  "payroll"  limitation  (for  purposes  of 
determining  the  maximum  premiums  that  must  be  paid)  would  include  profit  earned  by  the  owner 
of  a  business    In  this  example,  $325,000  of  profit  would  be  included  in  the  "payroll"  limitation, 
increasing  it  from  $1,075,000  to  $1,400,000    Generally,  under  the  Act,  health  security  premiums 
are  limited  to  a  specified  percentage  (up  to  7  9%)  of  "payroll"    In  this  example,  the  maximum 
amount  of  premiums  that  this  employer  must  pay  is  7  9  percent  of  average  annual  wages    Thus, 
as  a  result  of  the  inclusion  of  profit  as  wages,  this  business's  maximum  health  security  premiums 
will  increase  from  $84,925  to  $1 10,600,  an  increase  of  over  30  percent 


For  purposes  of  (his  example,  il  is  assumed  that  the  shareholder-emplo>ee  has  sufficiem  mcome  from  oihcr 
)urces  10  make  her  mcome  from  the  S  corporation  subject  lo  ihe  highest  marginal  rates 
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STATEMENT  OF  CONGRESSMAN  CHRISTOPHER  SHAYS 

WAYS  AND  MEANS  COMMITTEE 

SUBCOMMITTEE  ON  SELECT  REVENUE 

February  8,  1993 


TAX  PROVISIONS  IN  THE  PRESIDENT'S  HEALTH  CARE  PLAN 


Mr.  Chairman,  thank  you  for  considering  the  issue  of  the 
misclassification  of  workers  as  it  relates  to  health  care 
reform.   Congressman  Lantos  and  I  appreciate  this 
opportunity  to  testify  on  the  need  to  pass  new  guidelines 
for  determining  the  employment  classification  of  workers. 

Any  health  care  reform  proposal  that  requires  employers 
to  pay  a  significant  share  of  their  employees'  health 
insurance  premiums  increases  the  importance  of  the  proper 
classification  of  workers.   If  we  pass  health  care  reform 
legislation  that  includes  an  employer  health  care 
mandate,  employers  will  have  a  tremendous  incentive  to 
misclassify  their  employees  as  independent  contractors. 
By  doing  so  an  employer  would  be  able  to  avoid  having  to 
pay  for  that  worker's  health  care. 

While  the  Administration's  plan  has  brought  new  attention 
to  the  issue  of  misclassification  of  workers,  it  is  a 
problem  we  must  address  regardless  of  whether  health  care 
reform  is  passed. 

When  employees  are  misclassified  it  hurts  the  worker,  who 
does  not  receive  the  benefits  to  which  he  or  she  is 
entitled;  it  hurts  the  honest  employer,  who  loses  bids  to 
competitors  who  are  able  to  cut  their  labor  costs;  and  it 
hurts  the  government,  which  loses  billions  of  dollars  in 
tax  revenues. 

If  we  are  going  to  address  the  damages  caused  by 
misclassification  Congress  needs  to  eliminate 
restrictions  on  the  ability  of  the  Internal  Revenue 
Service  to  draft  regulations  and  rulings  on  the 
employment  status  of  workers  for  tax  purposes.   If  it  is 
true  that  a  large  part  of  the  misclassification  problem 
is  due  to  a  lack  of  understanding  of  the  laws,  it  strikes 
us  that  clearer  rulings  and  definitions  would  help  the 
problem  immensely. 

We  must  also  eliminate  the  Section  530  protections  that 
allow  misclassification  to  continue.   Because  of  Section 
530,  employers  are  allowed  to  continue  to  misclassify 
workers  if  they  can  demonstrate  they  have  a  reasonable 
basis  for  classifying  employees  as  independent 
contractors  in  the  past.   This  includes  past  IRS  audits, 
an  established,  long-standing  recognized  industry 
practice  or  an  IRS  ruling  or  judicial  precedent.   Because 
of  Section  530  the  IRS  is  prevented  from  effectively 
enforcing  the  laws  and  dealing  with  the  misclassification 
problem. 

The  Administration's  Health  Security  Act  makes  a  number 
of  sensible  proposals,  many  of  which  are  very  similar  to 
changes  called  for  in  legislation  that  Congressman  Lantos 
and  I  have  introduced. 

These  provisions  include  giving  employers  who  feel  they 
have  unintentionally  misclassified  workers  the 
opportunity  to  come  into  compliance.   There  are  many 
honest  employers  out  there  who  would  take  advantage  of 
the  opportunity  to  set  the  record  straight. 
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The  bill  would  also  eliminate  the  "prior  audit"  safe 
haven  under  Section  530,  which  allows  employers  to 
continue  to  misclassify  employees  solely  because  they 
were  previously  audited  by  the  IRS.   It  makes  little 
sense  to  continue  to  allow  the  wrongful  classification  ol 
employees  just  because  the  company  received  a  previous 
audit,  which  may  have  had  nothing  to  do  with  the  issue  ol 
misclassif ication. 

The  potential  for  additional  misclassif ication  increases 
significantly  with  the  passage  of  any  health  care  reform 
that  contains  an  employer  mandate  to  pay  for  health  care 
of  the  employees.  We  commend  the  Administration  for 
recognizing  this  fact  and  calling  for  changes  in  the  law 
that  are  very  similar  to  the  ones  we  proposed  in  our 
legislation. 

We  urge  the  subcommittee  to  consider  all  the  proposals 
before  it  today  and  craft  the  most  effective  solution  to 
this  problem.   With  or  without  health  care  reform  this  is 
an  issue  Congress  must  address. 

Lastly,  we  want  to  emphasize  the  need  for  better 
enforcement  by  the  IRS.   While  it  may  cost  additional 
funds  to  empower  the  IRS  to  investigate  and  audit 
independent  contractors  who  are  failing  to  report  income 
and  contractors  who  are  intentionally  misclassif ying,  we 
urge  this  committee  to  consider  whether  increased  IRS 
staff  could  prevent  the  loss  of  billions  of  dollars  of 
revenue . 

Mr.  Chairman,  thank  you  again  for  allowing  us  to  testify 
on  this  important  issue. 


525 


Testimony     of     Congressman     Pete     Stark 
Select     Revenue     Measures     Subcommittee     Hearing     on 
The    Health     Security    Act 
December     14,     1993 


Thank  you,  Mr.   Chairman,  for  providing  me  the  opportunity  to  testify 
before   your  subcommittee  to  discuss   the  tax  exempt  status   of 
hospitals. 

I  first  testified  before  the  Ways  and  Means  Committee  on  this  issue 
in   1987.     My  concern  then  was  that  many  nonprofit  hospital  were 
not  "earning"  their  tax  exempt  status  by  providing  charity  care  that 
was  urgently   needed   in  their  community.     The  facts  since   1987 
support  the  need  for  change  in  our  tax  laws.     It  is  my  sincere  hope 
that   this   Committee   will   restore   the   pre- 1969   requirement   that 
nonprofit  hospitals,   to  the  extent  that  they  have  financial  ability  to 
do  so,  serve  all  in  need  of  care. 

The  pre- 1969   standard  for  hospitals   to  be  tax  exempt  was   a  four 
part  test.     Hospitals  had  to  be  (1)  organized  as  a  nonprofit  charitable 
organization,   (2)  operated  to  the  extent  of  their  financial   ability  for 
those  not  able  to  pay  for  services  rendered  and  not  exclusively   for 
those  who  are  able  and  expected  to  pay,  (3)  could  not  restrict  the  use 
of  their  facilities  to  a  particular  group  of  physicians  to  the  exclusion 
of  all  other  qualified  physicians,  and  (4)  net  earnings  could  not  inure 
directly  or  indirectly   to   the  benefit  of  any  private   shareholder  or 
individual.     Under  this  test,  bad  debt  did  not  count  as  charity  care. 

This  standard  was  modified  by  Revenue  Ruling  69-545  which 
specifically   deleted   the   requirements  relating   to  caring  for  patients 
without  charge  or  at  rates  below  cost.     A  new  standard  of 
"community  benefit"  was  created  which  could  be  met  by  (1) 
operating  an  emergency  room  open  to  all  persons  and  by  (2) 
providing  hospital   care  to  all   those  persons   in  the  community  able 
to   pay   the   cost   either   directly   or   through    third   party 
reimbursement. 

The  charity  care  component  was  deleted  because  it  was  assumed  that 
Medicare  and  Medicaid  would  provide  universal  coverage.     You  know 
all  too  well,  Mr.  Chairman,  that  there  is  still  a  need  for  charity  care. 
The   federal   government  did  not  create  a  program  that  covers  all   the 
basic  health  care  requirements  of  the  needy.   At  least  one  third  of  the 
nation's  uninsured  are  poor  but  ineligible  for  public  assistance.   If  you 
are  a  single  person  under  age  65,  you  can't  get  a  Medicaid  card 
unless  you  find  yourself  hospitalized  and  facing  a  hospital  bill  that 
wipes  out  every  asset  you  own. 

With  a  lower  standard  to  qualify  for  tax  exemption,  the  burden  of 
providing  uncompensated   care  is   shifting   to   the  public   hospitals   and 
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to  large  teaching  hospitals.     Just  take  the  District  of  Columbia  as  an 
example.     The  brunt  of  the  care  is  provided  by  the  public  hospital,  DC 
General  Hospital,  where  approximately  50%  of  the  care  provided  is 
uncompensated  care.     Both  Howard  University  and  Children's 
Hospital  have  unsponsored  care  of  about  20%  of  total  care  provided. 
Then   the  percentage  of  unsponsored  care   drops   dramatically   with 
Georgetown,  George  Washington  and  Sibley  supplying  just  4%  to  5% 
of  their  total  care  to  unsponsored  care,  according  to  the  DC  Hospital 
Association    data. 

The  District  of  Columbia  data  corresponds  with   data  gathered  by   the 
General  Accounting  Office  (GAO)  in  their  1990  report  on  Nonprofit 
Hospitals.     The  GAO  found  that  among  nonprofit  hospitals,  the 
tendency  was  for  those  hospitals  with   the   highest  operating  margins 
(and,  therefore,  the  greatest  ability  to  finance  charity  care)  to  have 
the  lowest  rates  of  uncompensated  care.     You  will  hear  more  about 
this   phenomenon   from   the   Texas   Attorney   General.   Uncompensated 
care   expenses   were  concentrated   in   large   teaching   hospitals   in   cities. 
The   GAO   attributed  the  differences  both   to   the  hospitals'   geographic 
locations  and  to  their  operating  policies,  such  as  admissions  practices. 

There  is  a  troubling  shift  in  the  policy  debate  away  from  charity  care 
to  the  various  ways  a  hospital  can  meet  the  needs  of  the  community 
such   as   through   health   screening   programs,   community   education, 
and  immunization  programs.      But  the   types  of  programs   offered  do 
not  tell   the  whole   story.   Prenatal   education   classes   used   to   increase 
market  share  in   affluent  communities   are  not  of  the   same   value   to 
the  community   as   free  classes   targeted   to  poor  women   who  would 
not  otherwise  receive  care.     Immunization  programs  for  a  fee  are  not 
the   same   as  free   immunization   programs   targeted   to   the   poor.   Health 
screening  doesn't  promote  health   if  the  patient  can't  follow   up   with 
health  care  when  the  diagnosis  is  diabetes  or  high  blood  pressure. 

Under  the  Clinton  plan,  there  is  a  new  standard  for  501(c)(3) 
healthcare   organizations   which   requires   organizations   to   (1)   assess 
the  healthcare  needs  of  the  community  and  (2)  develop  a  plan  to 
meet  those  needs.     The  language  is  on  the  vague  side  but  1  would  be 
happy  to  help  flesh  it  out. 

In  defining  benefit  to  the  community,  we  cannot  ignore  the  obvious. 

First,  the  way  that  nonprofits  meet  the  needs  of  their  community 
must  include  meeting  the  most  basic  needs  of  the  community- 
providing  care  to  all  regardless  of  ability  to  pay.     We  must  not  fool 
ourselves   again   that,   after  the  passage  of  health  reform,   there  will   be 
no  need  for  charity  care.     We  know,  for  example,  the  Health  Security 
Act  does  not  cover  illegal  aliens  and  yet  other  laws  prohibit  the 
dumping  of  any  patient  whose  condition  is  not  stabilized.  There  will 
always  be  a  need  for  charity  care. 

Second,  the  community  that  hospitals  serve  must  not  be  defined  in 
an  exclusive  manner.     The  obligations  of  hospitals  like  Georgetown 
and   Sibley   should  extend   beyond   the   affluent  neighborhoods   to   the 
conununity  at  large.   Anacostia  may  appear  to  be  a  world  away  from 
Georgetown  but  they  are  both  parts  of  one  community.  As  long  as  the 
government  continues   the  hospitals'   exemption  from   tax,   some   of  the 
governmental  burden   of  caring   for   the   needy   must  be   absorbed   by 
nonprofits. 

I  look  forward  to  working  with  you  on  this  issue,  Mr.  Chairman. 
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TESTIMONY  OF  WILLIAM  R.  PATTERSON 
STRATFORD  TECHNOLOGIES,  INC. 


My  firm,  Stratford  Technologies.  Inc.,  was  formed  by  me  in  1987 
Decause  of  rr.y  desire  as  a  computer  systems  professional  to  become  an 
entrepreneur.   The  business  has  generally  functioned  as  a  vehicle  for 
my  own  private  technical  consulting  practice.   I  have  provided 
consulting  services  directly  and  indirectly  to  both  small  and  large 
corporations.   These  consulting  services  have  included  technological 
assessment,  technical  writing,  product  review,  business  systems 
analysis,  and  computer  programming. 

I  wish  to  refer  the  committee  to  my  written  testimony  which  was 
published  in  the  hearing  record  for  the  hearing  of  July  23,  1992  on 
H.R.  5011.   In  that  testimony  I  describe  some  of  the  hardships 
visited  on  the  technical  consulting  services  industry  by  section 
1706  of  the  1986  Tax  Reform  Act.   Sections  7301  and  7303  in  H.R.  3600 
as  currently  written  will  make  the  situation  worse. 

As  I  understand  it,  section.:;  7301  and  7303  of  H.R.  3600  will  give  the 
IRS  the  authority  to  DECIDE  employment  relationships  saying  who  is 
the  employee  of  whom. 

This  is  bad. 

The  issue  is  not  an  issue  of  how  much  tax  is  paid.   Rather  it  is  an 
issue  of  market  structure. 

The  present  situation  in  my  field  is  a  no  man's  land  in  which  no  one 
knows  what  the  IRS  will  do.    Sections  7301  and  7303  of  H.R.  3600  as 
currently  written  will  make  it  worse,  giving  the  IRS  the  authority  to 
make  major  market  changes  that  are  well  outside  the  scope  of  its 
mission  to  collect  taxes. 

Why  is  this  bad? 

It  is  bad  for  America  because  it  introduces  artificial  market 
distortions  into  the  economy.   These  distortions  are  arbitrary 
and  therefore  economically  inefficient. 

The  current  situation  is  bad  for  small  consulting  companies  such 
as  m.y  own  because  clients  are  afraid  of  dealing  with  them 
because  of  fears  of  the  IRS.   If  sections  7301  and  7303  of  H.R. 
3600  are  enacted  into  law  as  they  read  now,  it  will  give 
additional  foundation  to  those  fears.   THESE  FEARS  ARE  NOT 
CAUSED  BY  TAXES  OR  HEALTH  BENEFIT  CHARGES,  BUT  THROUGH  ARBITRARY 
DECISIONS  ABOUT  MARKET  STRUCTURE.   I  arr.  told  that  the  IRS  has 
penalized  clients  by  charging  them  withholding  taxes  for 
independent  contractors  WHO  HAVE  ALREADY  PAID  THEIR  TAXES 
effecting  a  prohibitive  double  taxation  on  the  consultants' 
services.   This  situation  doesn't  have  to  go  to  court  to  cause  a 
significant  market  problem,  as  even  the  scare  of  an  IRS  audit 
with  its  accompanying  expenses  is  sufficient  change  the  way 
business  is  done.   But  now  with  sections  7301  and  7303  of  H.R. 
3600  the  IRS  could  be  successful  in  court,  making  the  situation 
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that  much  worse. 

Section  7303  extends  the  problem  beyond  my  industry  to  all 
industry,  since  it  repeals  section  530  of  the  Revenue  Act  of 
1978  which  was  passed  to  provide  a  "safe  harbor"  and  call  a 
halt  to  IRS's  enforcement  efforts  against  honest  but  mistaken 
em.ployers.   It  provided  that  an  employer  could  escape  an 
assessment  of  withholding  and  penalties  if  it  could  show  a 
"reasonable  basis"  for  treating  a  given  worker  as  an  independent 
contractor.   Repeal  of  this  section  will  take  us  back  to  the 
conditions  that  led  to  its  enactment:   overly  aggressive  IRS 
application  of  arbitrary  decisions. 

The  ending  of  the  Cold  War  has  taught  u.s  the  superiority  of  the 
freely  competitive  economic  system.   Yet  sections  7301  and  7303  of 
H.R.  3600  as  currently  written  seek  to  reverse  the  trend  to  free 
market  economics  elsewhere  in  the  world  by  allowing  an  adm^inistrative 
decision  to  be  made  by  the  IRS  as  to  who  is  employed  by  whom. 

I  suspect  that  sections  7301  and  7303  are  in  the  bill  to  prevent 
employers  from,  arbitrarily  firing  current  em.pl  oyees  and  re-engaging 
them  as  independent  contractors.   I  support  efforts  to  discourage 
this  practice,  but  expect  that  there  are  better  ways  to  do  so. 
Clearly  giving  the  IRS  the  authority  to  make  arbitrary  economic 
decisions  is  not  the  in  best  interest  of  the  economy  and  the  American 
people. 

Let's  keep  ou-  eye  on  the  ball,  health  care.   First,  IF  HEALTH  CARE 
BENEFITS/TAXES  ARE  PAID.  THERE  SHOULD  BE  NO  SIGNIFICANT  PENALTY 
APPLIED  IF  THE  MONEY  WAS  PAID  BY  THE  WRONG  PARTY.   Second,  allowing 
civil  suits  between  the  respective  parties  to  recover  appropriate 
damages  may  suffice  to  insure  that  current  employers  take  their  full 
share  cf  responsibility  yet  not  overly  penalize  legitim.ate  business 
or  alter  healthy  market  structures. 

Thank  you  very  m.uch  for  reviewing  this  testim.ony.   I  will  be  pleased 
to  provide  whatever  other  inform.ation  I  can. 


STATEN4ENT  OF  THE  TEXTILE  RENTAL  SERVICES  ASSOCIATION  (TRSA) 
BEFORE  THE  WAYS  AND  MEANS  SUBCOMMTITEE  ON  SELECT  REVENUE 
MEASURES 


December  14,  1993  Hearing 
on  the  Tax  Provisions  of  the  Health  Security  Act 


The  Textile  Rental  Services  Association  of  America  (TRSA)  is  a  non-profit  trade 
association.  Members  are  for-profit  companies  engaged  in  textile  maintenance  and  rental  services 
to  commercial,  industrial  and  institutional  accounts.  TRSA  member  companies  account  for  about 
90%  of  the  annual  sales  of  the  linen  supply  industry  and  about  75%  of  the  sales  of  the  industrial 
laundering  industry.  Associate  members  are  for-profit  companies  -  that  sell  services,  equipment 
or  supplies  to  members.  The  combined  textile  rental  industry  had  estimated  1991  sales  of  about 
$6  billion.  Linen  supply  and  industrial  laundering  companies  employ  1 10,000  people.  TRSA 
commends  the  Subcommittee  on  Select  Revenue  Measures  for  holding  these  very  important 
hearings  on  the  tax  provisions  of  the  Administration's  health  care  proposal. 


TRSA  would  like  to  comment  on  the  continued  tax-exempt  status  for  nonprofit  hospitals 
under  the  Administration's  health  care  plan.  One  of  TRSA's  major  concerns  is  competition  by 
nonprofit  hospitals  and  with  government  owned  and  operated  facilities,  such  as  prisons  and  the 
Veteran's  Administration  hospitals.  Increasingly,  business  opportunities  for  our  members  are 
eroding  due  to  competition  with  nonprofit  tax  advantaged  entities.  Nonprofit  hospitals  have 
extremely  low  overhead  because  of  their  tax  exempt  status  and  do  not  use  generally  accepted 
accounting  principals  in  determining  their  costs.  They  do  not  take  into  account  their  overhead 
expenses.  Further,  business  income  tax,  real  estate  and  utility  taxes  are  not  figured  into  the 
operating  expenses  of  a  nonprofit  organization. 


Congress  exempted  private  nonprofit  hospitals  from  Federal  taxes  because  they  provide 
a  public  service  that  the  government  would  otherwise  have  to  provide  and  finance.  However, 
it  must  be  recognized  that  these  nonprofit  entities  are  increasingly  involved  in  activities  that  are 
for-profit.  It  is  TRSA's  position  that  the  current  tax  laws  do  not  adequately  address  not-for- 
profits  unrelated  business  income. 


The  Health  Security  Act  would  move  away  from  a  "community  benefit  standard"  which 
includes  IRS  scrutiny  on  the  level  of  medicaid  and  charity  care.  The  new  standard  would  involve 
assessing  the  health  care  needs  of  a  community  and  developing  a  plan  to  meet  these  needs. 
TRSA  believes  that  any  such  plan  should  contain  verifiable  information  regarding  the  tax  exempt 
status  of  non-profits  and  require  the  full  disclosure  of  all  of  their  actual  business  operations  in 
order  to  ensure  a  level  playing  field.  Nonprofits  should  be  required  to  use  generally  recognized 
accounting  standards  in  making  financial  disclosures. 


To  conclude,  we  thank  the  subcommittee  chairman.  Rep.  Rangel  (D-NY)  for  holding  diese 
hearings  and  look  forward  to  working  with  the  subcommittee  as  health  care  reform  legislation 
winds  its  way  through  Congress.  We  believe  as  part  of  health  care  reform,  issues  such  as  unfair 
competition  from  nonprofit  entities  need  to  be  addressed  on  behalf  of  our  members  as  well  as 
on  behalf  of  the  entire  business  community. 
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Voluntary  Hospitals  of  America  (VHA)  is  pleased  to  submit  our  views 
regarding  the  provisions  affecting  tax  exempt  health  care  organizations   in 
the  Administration's  health  reform  plan  as  well  as  provide  input  on  the 
important  role  for   not-for-profit  organizations   in   our  nation's   reformed 
health   care   system. 

VHA  is  the  nation's  largest  alliance  of  not-for-profit  hospitals 
representing  712  health  care  organizations  and  their  221    affiliates.  VHA's 
mission  is  to  help  our  health  care  organizations  achieve  their  community 
health    objectives. 

Not-for-profit  hospitals  have  a  unique  role  in  our  nation's  health  care 
system.      Their  commitment  is  increasingly  centered   around  enhancing  the 
health  status  of  the  communities  they  serve.     VHA  is  helping  health  care 
organizations   improve   conn. .unity   health   status   by  providing  resources   to 
help   identify,   measure,   monitor   and   communicate  community   needs. 

In   1992  VHA  published  two  documents  related  to  hospital 
community  benefits.  "Voluntary     Standards:     A  Framework  for  Meeting 
Community  Health  Needs"  provides  our  institutions  with  a  set  of  standards 
against  which   they  can  measure   their  community   benefit  activities. 
"Community   Partnerships-Taking   Charge   of  Change  Through   Partnerships" 
focuses   on   the  creation  and   management  of  interorganization   and 
interprovider  partnerships   and   linkages.      In   December,    1993   we   completed 
a   third   document,   "Community   Health   Assessment-A   Process   for  Positive 
Change"  that  describes  the  process  of  working  with  the  community  to 
assess  community   health  needs  and  offers   strategies   in  planning  to  address 
those  needs.     Copies  of  these  documents  are  included  with  this  testimony 
for  the  hearing  record. 

VHA  recognizes  that  the  requirements  and  accountability  of  tax 
exempt  health  care  organizations   will  change   under  health  care  reform. 
The  Administration's  Health  Security  Act  proposes  to  amend  the  tax  code 
by   adding   to   the   requirements   for   qualification   as   a   tax-exempt 
organization  under  section  501(c)(3).     It  would  require  health  care 
organizations,  in  order  to  retain  this  status,  to  assess  the  health  care  needs 
of  its  community  and  develop  a  plan  to  meet  those  needs.  It  further 
requires    that   the   assessment   occur   annually    and    involve   the    participation 
of    comm-jnity    representatives. 

VHA  concurs   that  a  requirement  for  a  community  health   assessment 
is  appropriate.  We  fully  support  the  identifrcation  of  community  health 
needs  and  development  of  a  plan  for  the  coordination  of  community 
benefit    responsibilities    among    not-for-profit    health    care    organizations. 
However,  we  feel   that  any  siich  requirement  should  be  developed  with 
maximum  flexibility  that  allows  each  specific  community's  priorities  to  be 
addressed.     A     comprehensive  community  health  assessment  is  a  major 
undertaking   which   takes   considerable   time  and   coordination   for  data 
collection,  prioritization   and   action  planning.   Involvement  in   this 
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undertaking  is  usually  done  by  several  organizations  working  together. 
We  believe  that  this  complex  undertaking  should  be  an  ongoing  process 
and  not  prescribed  as  an   annual  event. 

Our  operational  definition  of  a  community  health  assessment  is: 

A  dynamic  process  undertaken  to   identify  the   health 
problems  and  goals  of  the  community,  enable  the 
community-wide    establishment   of  health   priorities   and 
facilitate  collaborative  action  planning  directed  at 
improving   community  health  status  and  quality  of  life. 
Involving   multiple  sectors   of  the   community,   the 
assessment   draws    upon    both   quantitative   and 
qualitative  population-based  health   status   and   health- 
services  utilization  data,  with  a  strong  emphasis  on 
community   ownership  of  the  process,   a   community 
health    assessment    supports    developing    community 
competence   in   the   identification  and  response  to 
community   health  problems  and  goals. 

The  process  of  conducting  an  assessment  involves  several  of  the  the 
following   phases   which   may   occur  concurrently: 

•  Internal    and    external    assessment 

Partnership   building   (with   other   health   organizations)   and   planning 
and   tailoring   the  process 

•  Data  collection 

•  Synthesis    and    communication    of   information 

•  Setting  priorities   and  planning  for  collaborative  action 

•  Action   and   evaluation 

Further  discussion  of  the  the  process  for  conducting     a  community 
health   assessment   is   contained   in   our  community   health   assessment 
publication.     Several  VHA  health  care  organizations  have  conducted  or  are 
in  the  process  of  conducting  community  health  assessments.     We  are 
currently  working  closely  with  three  pilot  sites  located  in  Ohio, 
Pennsylvania  and  Colorado  that  are  using  this  process. 

We  welcome  the  committee's  questions  and  would  be  happy  to 
provide   documented   examples   of  actual   assessments   completed   by   several 
of  our  member  health  care  organizations  and  the  approaches   they  have 
taken. 

Even   the   most  comprehensive   benefit  packages   won't   guarantee 
coverage  for  all  necessary  health  care  services.     Many  factors  that 
influence  improving  health   status  fall   outside  of  the  traditional   approach  to 
health  care  delivery.     There  will  continue  to  be  those  individuals  who 
cannot  afford     necessary  services  which  will  not  be  covered  under 
universal  coverage.      Moreover,  access  to  essential  health  services  will 
remain  a  problem  for  many,  especially  inner  city  and  rural  residents. 
Health   promotion   programs   and  disease      prevention   efforts   are   important 
in   improving  community  health   status.      Through  community  collaboration 
and  education,  we  can  work  to  improve  the  health  of  our  communities  and 
citizens. 

The  President's   health   plan  encourages   all  providers   to  collaborate 
toward  the  goal  of  providing  cost  effective,  high  quality  health  care.     Not- 
for-profit  health   care   organizations  will   continue  to  play  a  key   and   unique 
role   in   addressing   improved   health   status  and   making   the  newly  reformed 
system  work  for  all   Americans. 

[THE  ENCLOSURES  ARE  BEING  RETAINED  IN  THE  COMMITTEE  FILES.] 
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